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MODULE 


Enterprise Risk 
Management Frameworks 


1 ‘Introduction to Enterprise Risk Management 


In 2004, COSO issued Enterprise Risk Management (ERM)—!Integrated Framework ("the framework") 
to assist organizations in developing a comprehensive response to risk management. 

In recognition of the changing complexity of risk, the emergence of new risks, and the enhanced 
awareness of risk management by both boards and executive oversight bodies, COSO published 
Enterprise Risk Management—Integrating With Strategy and Performance in 2017 as an update to 
the 2004 framework. 


The underlying premise of ERM is that every entity exists to provide value for stakeholders and 
that all entities face risk when implementing strategies to achieve this objective. The COSO ERM 
framework provides the following definitions: 


= Risk: The possibility that events will occur and affect the achievement of strategy and 
business objectives. 


= Enterprise Risk Management: The culture, capabilities, and practices, integrated with 
strategy-setting and performance, that organizations rely on to manage risk in creating, 
preserving, and realizing value. 


1.1 Understanding the Concept of Value 


Management and those charged with governance, such as an entity's board of directors, are 
responsible for making decisions that support the creation of value and prevent its decline. 
Value is defined by the type of entity: 


= For-Profit Commercial Entities: Value is usually shaped by strategies that balance market 
opportunities against the risks of pursuing those opportunities. 


= Not-for-Profit and Governmental Entities: Value may be shaped by delivering goods 
and services that balance the opportunity to serve the broader community against any 
associated risk. 


Management decisions will affect the development of value, including its creation, preservation, 
erosion, and realization. 


= Value is created when benefits of value exceed the cost of resources used. Resources may 
include people, financial capital, technology, process, and brand (market presence). 


m= Value is preserved when ongoing operations efficiently and effectively sustain created 
benefits. High customer satisfaction with profitable product lines is evidence of value 
preservation. 


= Value is eroded when faulty strategy and inefficient/ineffective operations cause value to decline. 


= Value is realized when benefits created by the organization are received by stakeholders in 
either monetary or nonmonetary form. 


Material from Enterprise Risk Management—Integrating With Strategy and Performance, © 2017 Committee 


of Sponsoring Organizations of the Treadway Commission (COSO). Used with permission. 
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Ves Pass Key 


Organizations encounter risks of failing to provide or optimize value to stakeholders. 
ERM provides a framework to manage risks to provide a reasonable expectation of 
achieving value objectives. 


1.2 Enterprise Risk Management and Strategy 


ERM recognizes that attitudes toward risk shape the development of mission, vision, and core 
values. The consistency of risk attitudes with mission, vision, and core values is vital to the 
achievement of value objectives. Mission, vision, and core values define what an entity strives to 
be and how it wants to conduct business. 


Pass Key 


Mission represents the core purpose of the entity, including why it exists and what it hopes 
to accomplish. 


Vision represents the aspirations of the entity and what it hopes to achieve over time. 


Core values represent an organization's beliefs and ideals about what is good or bad, and 
acceptable or unacceptable; they influence the behavior of the organization. 


1.2.1 Culture, Capabilities, and Practices 


ERM is not a specific exercise or function of a business. It is the collective and ongoing 
interaction of an entity's culture, capabilities, and practices, and how those help support the 
development and execution of the company's strategy. Culture represents the collective thinking 
of the people within an organization. Individuals have unique points of reference that influence 
how they identify, assess, and respond to risk. Culture plays an important role in shaping 
decisions regarding risk. 


Va Pass Key 


Core values correlate with culture. 


Understanding that managing risk is associated with a company's willingness and capability to 
navigate change and respond strategically gives an entity a competitive advantage. Competitive 
advantage produces value for an entity. Exploitation of competitive advantage and adaptation to 
change are capabilities embedded within ERM. 


A company's practices include the methods and approaches deployed within an entity to 
manage risk. ERM is an organizational practice continually applied to the entire scope of 
activities of the business. It is part of management decisions at all levels of the entity. 
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1.2.2 Integration With Strategy-Setting and Performance 


Strategy is set in a manner that aligns with mission and vision. Business objectives flow from 
strategy. Business objectives drive the activities of all business units and functions. 


ERM integrates with strategy-setting and operating activities to promote an understanding of 
how risk potentially affects the entity overall and promote decision making consistent with 
risk attitudes. 


Vat Pass Key 


Mission and vision correlate with strategy and business objectives. 


1.3. Managing Risk Linked to Value 


ERM practices are intended to provide management and the board with a reasonable 
expectation that the organization's overall strategy and business objectives can be achieved. 
The COSO defines reasonable expectation as the reasonable, but not absolute, expectation that 
strategy and business objectives will be achieved within the risk appetite of the organization. 


An organization must continually review and manage the types and amounts of risk it is willing 
to accept in its pursuit of value. 


1.3.1 Risk Appetite 


Risk appetite represents the types and amounts of risk, on a broad level, that an organization 
is willing to accept in pursuit of value. Risk appetite is a range rather than a specific limit and 
provides guidance on the practices an organization is encouraged to pursue or not pursue. 


= Risk appetite is expressed first in mission and vision. 


= Risk appetite varies between products, business units, or over time in line with changing 
capabilities for managing risk and must be flexible enough to adapt to changing business 
conditions. 


1.3.2 Relationship of Value and Risk Appetite 


Managing risk within risk appetite enhances an organization's ability to create, preserve, and 
realize value. ERM seeks to align anticipated value creation with risk appetite and capabilities for 
managing risk over time. 


2 Enterprise Risk Management Framework 


Enterprise risk management is depicted as a series of sequential yet intertwined components 
that drive an organization toward enhanced value. A key concept underlying the ERM framework 
is that alignment between risk management and strategy is critical and that it should be 
embedded throughout a company across functions and levels. 


The tone at the top and communication are linked, and weave into the similarly linked efforts 
to develop overall strategy, specific business objectives, and manage performance to the 
achievement of value. 
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Mission, vision, and values drive the process but are also affected by performance, as 
management constantly reviews its risks and its ability to create value. 


MISSION, VISION, STRATEGY BUSINESS IMPLEMENTATION ENHANCED 


& CORE VALUES DEVELOPMENT OBJECTIVE & PERFORMANCE VALUE 
FORMULATION 


Governance Strategy & Performance Review Information, 
& Culture Objective-Setting & Revision Communication, 


& Reporting 


Enterprise Risk Management—Integrating With Strategy and Performance, © 2017 Committee of Sponsoring Organizations 
of the Treadway Commission (COSO). Used with permission. 


Enterprise risk management is defined by five interrelated components and is supported by 
20 risk management principles. The components somewhat resemble the COSO cube for 
internal control but address the broader issues of risk as it impacts an entity. 


1. Governance and Culture 


. Strategy and Objective-Setting 


2 

3. Performance 

4. Review and Revision 
5 


. Information, Communication, and Reporting (Ongoing) 


Vee Pass Key 


The five components of ERM are supported by 20 principles. Recollecting which principles 
support which components is a potential source of multiple-choice points, summarized below: 


Strategy and Performance Review and 
Objective-Setting Revision 
SOAR VAPIR- SIR 


(continued) 
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(continued) 


Defines desired culture 
Exercises board oversight 


ones Demonstrates commitment to core values 
Attracts, develops, and retains capable individuals (employees) 
Establishes operating structure 
S Evaluates alternative strategies 
Strategy and O Formulates business objectives 
Objective-Setting A Analyzes business context 
R__ Defines risk appetite 
V___ Develops portfolio view 
A Assesses severity of risk 
Performance P_Prioritizes risk 
| Identifies risks (events) 
R_ Implements risk responses 
S_ Assesses substantial change 
en le | Pursues improvement in enterprise risk management 
R_ Reviews risk and performance 
Information, Leverages information and technology 
Communication, and Communicates risk information 
Reporting (Ongoing) Reports on risk, culture, and performance 


2.1 Governance and Culture (DOVES) 


Governance and culture together form a base for all other components of enterprise 
risk management. 


= Governance sets the entity's tone at the top, serves to endorse the importance of enterprise 
risk management, and establishes oversight responsibilities for ERM. 


= Culture is reflected in decision making. 


2.1.1 Defines Desired Culture 


The organization defines the desired behaviors that characterize the entity's desired culture. An 
entity's culture influences how the organization identifies risk, what types of risk it accepts, and 

how it manages risk. Culture is a spectrum that progresses from risk-averse to risk-neutral and 

extends to risk-aggressive. 


2.1.2 Exercises Board Oversight 


The board of directors provides oversight for an entity's strategy and carries out governance 
responsibilities to support management in achieving strategy and business objectives. The 
board is expected to have the skills, experience, and business knowledge to understand the 
entity's strategy; stay informed on relevant issues; and maintain an active and accountable role 
that is independent and conscious of potential bias. 
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Active and accountable board oversight is often characterized by frequent conversations 
with management to determine the suitability of ERM design and effectiveness in 
enhancing value. 


2.1.3. Demonstrates Commitment to Core Values 


The organization demonstrates a commitment to the entity's core values. Without support from 
the top of the organization, risk awareness can be undermined and risk-inspired decisions may 
be inconsistent with those values. 


2.1.4 Attracts, Develops, and Retains Capable Individuals (Employees) 


Commitment to building human capital in alignment with the strategy and business objectives 
is a principle of the governance and culture component. The ultimate accountability for 
development and retention of capable individuals starts with the board and its selection of 
executive leadership. The selection of team members is typically delegated to appropriate levels 
of management. Human resources professionals assist management in assembling competent 
team members through consideration of the following factors: 


= Knowledge, skills, and experience 
= Nature and degree of judgment and limitations of authority to be applied to a specific position 
=m The costs and benefit of different skill levels and experience 


The ongoing process of attracting, developing, and retaining individuals requires an emphasis on 
training, mentoring, and evaluating talent as well as ensuring an adequate succession plan for 
key roles. 


2.1.5 Establishes Operating Structure 


Operating structures are established to pursue strategy and business objectives. Operating 
structures describe how an entity organizes and carries out its day-to-day operations and 
contributes to the alignment of risk management practices with core values. 


Vi Pass Key 


The ability of an organization to successfully achieve its strategy and business objectives is 
impeded when the behaviors and decisions of the organization (culture) do not align with 
its core values and risk appetite. Strategy must be compatible with culture. 
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2.2 Strategy and Objective-Setting (SOAR) 


Enterprise risk management is integrated into the entity's strategic plan through the process 
of setting strategy and business objectives that consider both internal and external factors and 
their effect on risk framed by business context. 


= An organization sets its risk appetite in conjunction with strategy-setting. 


= The business objectives allow strategy to be put into practice and shape the entity's 
day-to-day operations and priorities. 


2.2.1 Evaluates Alternative Strategies 


Evaluation of alternative strategies and the potential effect on composite risks faced by the 
organization during implementation and execution is a principle supporting the strategy and 
objective-setting component. Strategy is evaluated from two perspectives: 


= The possibility that the strategy does not align with the mission, vision, and core values of 
the entity 


= The implications from the chosen strategy 


Misaligned strategies may impede achievement of the entity's mission. Mission, risk appetite, 
and strategy must be aligned. 


The implications of each strategy include understanding the risks and opportunities of each 
strategy. Identified risks collectively form a risk profile and serve as the basis for developing and 
evaluating alternative strategies. 


The COSO defines risk profile as a composite view of the risk assumed at a particular level of the 
entity or aspect of the business that positions management to consider the types, severity, and 
interdependencies of risk and how they may affect performance relative to the strategy and 
business objectives. Risk profile determinations are made at different levels of performance 
that are specific to the risk assumed. Performance could be time, number of products, or any 
definition of effort. The risk profile measures the composite risk of all risks assumed at each 
performance level. 


As a lender sets interest rates, it considers various risks to the objective of achieving a return. 
Those risks might include default, purchasing power, and credit risk. As term of the loan 
increases, the risk of loss associated with each risk also increases. The amount of time the 
loan is outstanding is a measure of performance. Each additional year on a loan motivates 
the lender to increase the interest rate on a loan in response to the increase in the composite 
of identified risks. 


2.2.2 Formulates Business Objectives 


Business objectives are the measurable steps that an organization makes to achieve its 
strategy. The alignment of business objectives to strategy supports the entity in achieving 
its mission and vision. Business objectives should align with the entity's risk appetite. 


= Business objectives are developed that are specific, measurable or observable, attainable, 
and relevant (to the achievement of strategy). 


= Business objectives may relate to financial performance, customer aspirations, operational 
efficiency, compliance obligations, or innovation. 
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The organization sets targets to monitor the performance of the entity and support the 
achievement of its business objectives. Targets may impact the risk profile of the entity (e.g., 
aggressive targets may result in greater risk). 


2.2.3 Analyzes Business Context 


The COSO defines business context as the trends, events, relationships, and other factors that 
may influence, clarify, or change an entity's current and future strategy and business objectives. 
Increasing market competitiveness, changing technology, or barriers to entry could be 
representative of business context. 


2.2.4 Defines Risk Appetite 
The organization defines risk appetite in the context of creating, preserving, and realizing value. 


m= Entities consider risk appetite in qualitative terms, while others may be quantitative. 
The best approach for an entity is one that aligns with the analyses used to assess risk in 
general, whether that is qualitative or quantitative. Risk appetite is an exercise performed to 
consider the risks and opportunities of a strategy and relevant alternatives, and finding the 
optimal balance between the two. 


= General terms such as "low appetite" or "high appetite" are sufficient expressions of risk 
appetite. Referencing "targets," "ranges," "ceilings," or "floors" may also be used. 


Ultimately, risk appetite is expressed in the context of objectives. 


An organization may define its risk appetite as a percentage of total capitalization that it is 
willing to lose in pursuit of a business objective. 


2.3. Performance (VAPIR) 


Identification and assessment of risks that may affect an entity's ability to achieve its strategy 
and business objectives represent the performance component. 


= Organizations identify and assess risks that may affect the achievement of strategy and 
business objectives. 


= Risk is prioritized according to severity and in consideration of the entity's risk appetite. 
=m The organization then selects risk responses and monitors performance for change. 


=m The resulting portfolio view describes the amount of risk the entity has assumed in the 
pursuit of its strategy and entity-level business objectives. 


2.3.1 Develops Portfolio View 


The COSO defines portfolio view as a composite view of risk the entity faces that positions 
management and the board to consider the types, severity, and interdependencies of risk and 
how they may affect the entity's performance relative to its strategy and business objectives. 


The organization develops and evaluates a portfolio (entity-wide) view of risk. A portfolio view 
allows management and the board to consider the type, severity, and interdependencies of risks 
and how they may affect performance and align with the overall risk appetite. 
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2.3.2 Assesses Severity of Risk 


The severity of risk is evaluated after it has been identified. Resources and capabilities are 
deployed to keep the risk within the entity's risk appetite based on the assessment. 


The severity of a risk is assessed at multiple levels (across divisions, functions, and operating 
units) in line with the business objectives it may affect. Risks deemed severe at the operating 
level may be less of a concern at the division or entity level. 


Severity measures relate to impact (result or effect of the risk) and likelihood (possibility of the 
risk occurring). Likelihood may be expressed qualitatively or quantitatively. 


Risk assessment includes the concepts of inherent risk, target residual risk, and actual residual risk. 


= Inherent risk is the risk to an entity in the absence of any direct or focused actions by 
management to alter its severity. 


= Target residual risk is the amount of risk that an entity prefers to assume in the pursuit 
of its strategy and business objectives knowing that management will implement or has 
implemented direct or focused actions to alter the severity of the risk. 


= Actual residual risk is the risk remaining after management has taken action. 


2.3.3 Prioritizes Risk 


Prioritization of risk as a basis for determining risk response is a principle underlying the 
performance component. Entities make informed strategy and resource allocation decisions 
when they consider the trade-offs of mitigating one risk against another. Factors such as risk 
severity, importance of the related business objective, and risk appetite are considered when 
prioritizing risks. 


2.3.4 Identifies Risks 


A risk inventory is a listing of the risks faced by an entity. Organizations create a risk inventory by 
identifying risks that may affect their performance in achieving strategy and business objectives. 
New and emerging risks are identified, and currently assessed risks are reevaluated using 
various techniques. 


2.3.5 Implements Risk Responses 
Risk responses are generally classified as: 


= Accept: No action is taken to change the severity of the risk. Acceptance is most 
appropriate as a risk response when risk to strategy and business objectives is within 
the entity's risk appetite. 


= Avoid: Action is taken to remove the risk (leaving a line of business, etc.). Avoidance is 
appropriate when an entity cannot devise a risk response that will mitigate the risk to 
objectives. 


= Pursue: Action is taken that accepts increased risk to achieve improved performance. 
Pursuit of risk is appropriate when management understands the nature and extent of any 
changes required to achieve desired performance while not exceeding the boundaries of 
acceptable tolerance. 


=m Reduce: Action is taken to reduce the severity of the risk. Management designs risk 
mitigation techniques to reduce risk to an amount of severity aligned with the target risk 
profile and risk appetite. 


m Share: Action is taken to reduce the severity of the risk. Sharing risk with such techniques as 
outsourcing and insurance lower residual risk in alignment with risk appetite. 


Risk responses may trigger a review of strategic and business objectives. 
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2.4 Review and Revision (SIR) 


Entities must continuously evaluate their strategies and business objectives as business context 
may shift and change over time. Organizations must revise business practices and supplement 
capabilities as necessary to ensure business objectives remain appropriate given the risk 
appetite of the entity. 


2.4.1 Assesses Substantial Change 


The entity identifies and assesses changes that may substantially affect strategy and business 
objectives. Assessments may include identifying internal and external environmental changes 
related to the business context as well as changes in culture. Changes may relate to innovation, 
growth, leadership, or the regulatory environment in which the entity operates. 


2.4.2 Pursues Improvement in Enterprise Risk Management 


The organization pursues improvement of enterprise risk management. Opportunities to revisit 
and improve efficiency and usefulness may occur in any area and include improvements such as 
new technology, changes in governance structure, or enhanced communication initiatives. 


2.4.3. Reviews Risk and Performance 


Organizations should evaluate the entity's performance in the context of the achievement 

of targets whether relevant risks were identified and considered, whether any new risks 

are emerging, and whether there are any necessary changes to the overall risk appetite or 
responses to risks. The entity should seek to make necessary revisions to the strategy, business 
objectives, or to the approach used to assess, prioritize, and respond to risks. 


2.5 Information, Communication, and Reporting (Ongoing) (TIP) 


Communication is the continual, iterative process of obtaining information and sharing it 
throughout the entity. 


= Management uses relevant information from both internal and external sources to support 
enterprise risk management. 


=m The organization leverages information systems to capture, process, and manage data and 
information. By using information that applies to all components, the organization reports 
on risk, culture, and performance. 


2.5.1 Leverages Information and Technology 


The organization leverages the entity's information and technology systems to support the 
organization with relevant information. Relevant information helps the organization be more 
agile in its decision making and provides a competitive advantage. 
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Different types of information support different levels of the decision making: 


Governance and culture-related practices. The organization may need information on the 
standards of conduct and individual performance in relation to those standards. 


Strategy and objective-setting practices. The organization may need information on 
stakeholder expectations about risk appetite. 


Performance-related practices. Organizations may need information on their competitors to 
assess changes in the amount of risk. 


Review and revision-related practices. Organizations may need information on emerging 
trends in enterprise risk management. 


Data management is integral to risk-aware decisions. Effective data management considers 
three key elements: 


= Data and information governance promote standardization of high-quality data. 
=m Processes and controls promote data reliability. 


= Data management architecture refers to the fundamental design of the technology. Design 
is driven by value defined by management's needs. 


Information captured can be grouped by an entity by using a set of common risk categories (e.g., 
organized by functional area). Organization and aggregation of risk information may help an 
entity assess concentrations of risk and amend risk responses. 


2.5.2. Communicates Risk Information 


The organization uses communication channels to support enterprise risk management. 
Communications are made to internal and external stakeholders and with the board of 
directors. Communication techniques vary widely. Communication methods must be evaluated 
for effectiveness. 


2.5.3. Reports on Risk, Culture, and Performance 


The organization reports on the relationships among risk, culture, and performance at multiple 
levels and across the entity. Reporting may be either quantitative or qualitative and be made 
to a wide range of users, including management, risk owners, assurance providers, external 
stakeholders, and others. 


Risk reporting may include reporting information such as portfolio risk (entity-wide), profile risk 
(focused on a specific risk profile of a division or level), new or emerging risks, and trends related 
to risk. 


Reporting on culture seeks to measure and provide feedback on behavior and attitudes. 
Reporting can be complex and may be embodied by information on analytics related to cultural 
trends, benchmarking to other entities or standards, or analyses related to lessons learned. 


The frequency of reporting should be commensurate with the severity and priority of risk. 
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3 Benefits and Application of the ERM Framework 


The ERM objective is to provide management and stakeholders with reasonable expectation that 
strategies will be achieved. The COSO defines reasonable expectation as the amount of risk of 
having strategy and business objectives that is appropriate for an entity (within the risk appetite 
of the entity), recognizing that no one can predict risk with precision. Having a strong ERM 
system in place allows entities to integrate risk management practices with strategy-setting and 
performance management. This integration helps entities realize benefits related to value. 


3.1 Benefits of Enterprise Risk Management 


Companies that effectively integrate enterprise risk management are likely to benefit in their 
overall ability to realize value. Benefits may include the ability to: 


=m Increase the range of opportunities by considering all reasonable possibilities. 
Increase the positive outcomes and reduce negative or unexpected outcomes. 
Better manage entity-wide risk. 


Reduce performance variability by better anticipating risks and minimizing their impact. 


Improve and optimize the use of resources. 
3.2 Applying Enterprise Risk Management Concepts 


3.2.1. Governance and Culture 


An entity defines its mission and vision. The mission and vision are a product of attitudes that 
will ultimately define risk appetite. The entity takes steps to ensure that the proper operating 
structure, management oversight, and core values are defined. Hiring and retaining competent 
and capable individuals are an integral part in any organization set on creating, preserving, and 
ultimately, realizing value. 


3.2.2 Strategy and Objective-Setting 


= Risk appetite not only considers the amount of risk a firm will take to achieve its objectives, 
but also what the firm perceives as risk and how vigorously it will respond. 


=m Asan entity defines its objectives, it recognizes the business context of those objectives and 
further refines its risk appetite. 


=m The entity determines its risk capacity. The COSO defines risk capacity as the maximum 
amount of risk that an entity can absorb in the pursuit of strategy and business objectives. 


= The entity refines its business objectives to measurable targets that are aligned with risk appetite. 


3.2.3. Performance 


= In preparing to pursue its objectives, an entity develops a risk inventory. All risks may 
not be directly relevant to the organization's objectives, but the inventory provides a 
comprehensive listing of risks that face the organization. 


= The entity isolates and prioritizes the risks relevant to its objectives in part by analyzing their 
likelihood and impact and develops a risk profile. 


= The entity considers its targets and risk profile and develops a risk tolerance that will allow 
some variability in achieving the objectives while staying within risk appetite. 


m Risk responses are established to reduce the risk profile to within the entity's risk appetite. 
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3.2.4 Review and Revision 


Business objectives or targets are set at performance levels where the risk profile is less than 
the risk appetite of the firm. The evaluation requires judgment, and the firm will adopt a risk 
tolerance for some variability in estimates and results. As business context shifts, entities will 
need to revise its practices to ensure alignment with the risk appetite is sustained. 


3.2.5 Information, Communication, and Reporting (Ongoing) 


Results are reviewed, communicated, and refined over time to ensure that internal and external 
stakeholders have timely and relevant information. 


4 Application of ERM to Environmental, Social, 
and Governance (ESG) Risks 


Environmental, social, and governance (ESG) related risks are becoming more relevant to 
the ability of entities to exist and thrive. As the landscape of risks continuously changes, it 
is imperative for entities to have a strong ERM system in place to ensure that strategy and 
business objectives remain aligned with risk appetite. 


4.1 Understanding ESG-Related Risks 


ESG issues are generally defined as follows: 


= Environmental Issues: Include broad aggregate matters such as pollution, deforestation, 
and climate change. ESG values include positive efforts contributing to environmental 
protection. 


= Social Issues: Include such legal and social matters as occupational health and safety, 
customer relations, employee relations, and human rights. ESG values include positive 
efforts contributing to socially responsible behavior and outcomes. 


= Governance Issues: Include proactive board membership and succession planning, 
promoting fair compensation, promoting diversity and inclusion, establishing strong data 
security, preventing bribery and fraud, preventing culturally and politically insensitive 
remarks, and preventing discrimination. ESG values include positive efforts within an entity's 
governance to produce sustainable outcomes. 


4.2 Application of ERM to ESG-Related Risks 


Entities can apply the five ERM components to ESG risks as a means of identifying, responding, 
and reporting ESG-related risks. Integration of ESG values into corporate decision elevates ESG 
from periodic compliance reporting to an element of strategic planning. 


4.2.1 Governance and Culture for ESG-Related Risks 


This component of the ERM framework focuses on the oversight and culture of an entity and 
how that is applied to the entity's approach to risk management. For ESG-related risks, it is 
important that management is aware and understands applicable ESG-related risks. This 
awareness can be created by obtaining a deeper understanding of mandatory and voluntary 
ESG compliance requirements, ensuring that information related to ESG risks is shared ina 
collaborative manner throughout the organization, and considering individuals with ESG-related 
skills and knowledge during the hiring and talent management process. 
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4.2.2 Strategy and Objective-Setting for ESG-Related Risks 


This component of the ERM framework includes understanding the business context of an 
entity and setting the strategy and business objectives in a manner that aligns the entity's risk 
appetite with its goal of creating value. When applying to ESG-related risks, management must 
consider the impact of the strategy and business objectives on nature and society and ensure 
that these impacts are considered in the short, medium, and long term. An entity must build 
upon the foundational knowledge discussed in the previous component and begin to gain a 
deeper understanding of the potential impacts through an analysis of existing and emerging 
ESG-related risks. 


4.2.3 Performance for ESG-Related Risks 


The performance component includes identifying, assessing, prioritizing, and responding to 
risks. Examples of ERM risks that are linked to ESG risk often include reputational, operational, 
credit, market, compliance, and liquidity risks. 


= Identification: Entities may use many different approaches for identifying ESG-related 
risks, including megatrend analysis, SWOT analysis, impacts and dependency mapping, 
and stakeholder engagement. A stakeholder workshop may include discussions in which 
risk events are identified, likelinood and impact of events are reviewed, root causes of 
the event are identified, and prevention and detection approaches are evaluated for 
potential effectiveness. Ensuring collaboration between risk management and sustainability 
practitioners is key to the proper identification of ESG-related risks. 


= Assessment and Prioritization: It is necessary to appropriately assess and prioritize risks 
to ensure that the entity's response is appropriate given the nature and severity of the risk. 
Leveraging ESG expertise is important to ensure that risk severity is appropriately assessed 
and communicated to management in a way that they understand. 


= Response: Responding to identified risks is critical to an effective ERM framework. An entity 
considers the source of the risk, the cost and benefit of responses, and the overall risk 
appetite. A thorough understanding of the short-, medium-, and long-term impacts of ESG- 
related risks is important to ensure an appropriate response. 


Big Pharma Drug Co. is concerned with the compliance and reputational risk associated 
with unfair or predatory pricing of patented formulas. The governance issue of fraud 

and social issue of customer relations represent reputational risks. Stakeholders might 
discuss the likelihood that life-saving drugs might be overpriced, that the pricing might be 
considered predatory or even unlawful. Stakeholders would consider the impact of the 
pricing along with ways to prevent or correct instances in which pricing may be contrary to 
ESG values. 


4.2.4 Review and Revision for ESG-Related Risks 


Ongoing review and revision of the risk management approaches are an important component 
of ensuring that the approaches remain effective. For ESG-related risks, entities must 
continuously assess internal and external changes to ensure risks are appropriately identified 
and prioritized and seek improvements to ESG-related risk responses. 
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4.2.5 Information, Communication, and Reporting for ESG-Related Risks 


The key objective of the ERM framework related to effective communication and reporting 

is that management and other stakeholders remain informed of risks so they are able to 
make informed decisions. Reporting may be to internal or external stakeholders and may be 
mandatory or voluntary. Because ESG issues can be comple;, it is critical that data reported 
is accurate. 


Examples of climate-related report disclosures may include: 
=m Oversight and governance of climate-related risks. 


m= Whether processes for identifying, assessing, and managing climate-related risks are 
integrated into overall risk management systems or processes. 


= Plans to reduce climate-related risks. 


= Specific climate-related metrics for financial statement disclosure (e.g., audited assertions 
regarding the impact of climate change on financial statement line items). 


= Disclosures of greenhouse gas (GHG) emissions metrics. 


=  Climate-related targets or goals. 
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NOTES 
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MODULE 


Financial Risk 
Management 


1. ‘Trade-offs Between Risk and Return 


1.1. Definitions 


Risk and return are a function of both market conditions and the risk preferences of the 
parties involved. 


m= Risk: May be defined as the chance of financial loss. More formally, the term "risk" may 
be used interchangeably with the term "uncertainty" to refer to the variability of returns 
associated with a given asset. 


= Return: May be defined as the total gain or loss experienced on behalf of the owner of an 
asset over a given period. Typically, greater risk yields greater returns. The seller of financial 
securities compensates the buyer of financial securities with increased opportunity for profit 
by offering a higher rate of return. 


1.2 Risk Preferences 
Different managers have varying attitudes toward risk. Three basic risk preference behaviors exist: 


= Risk-Indifferent Behavior: reflects an attitude toward risk in which an increase in the level 
of risk does not result in an increase in management's required rate of return. 


=  Risk-Averse Behavior: reflects an attitude toward risk in which an increase in the 
level of risk results in an increase in management's required rate of return. Risk-averse 
managers require higher expected returns to compensate for greater risk. Most managers 
are risk-averse. 


=  Risk-Seeking Behavior: reflects an attitude toward risk in which an increase in the level of 
risk results in a decrease in management's required rate of return. Risk-seeking managers 
are willing to settle for lower expected returns as the level of risk increases. 


2 Types of Risk 


Measurements of risk attempt to capture the multiple dimensions of risk. Risk exposures include 
interest rate, market, default, credit, liquidity, and price risk. 


2.1. Interest Rate Risk (or Yield Risk) 


Interest rate risk (or yield risk) is often used in the context of financial instruments and represents 
the exposure of the owner of the instrument to fluctuations in the value of the instrument in 
response to changes in interest rates. 


© Becker Professional Education Corporation. All rights reserved. Module 2 B1-19 


Financial Risk Management BAR 1 


2.2 Market/Systematic/Nondiversifiable Risk 


The exposure of a security or firm to fluctuations in value as a result of operating within an 
economy is referred to as market risk. Market risk is sometimes referred to as nondiversifiable risk 
because it is a risk inherent in operating within the economy. Nondiversifiable risk is attributable 
to factors such as war, inflation, international incidents, and political events. 


2.3. Unsystematic/Firm-Specific/Diversifiable Risk 


Diversifiable risk (which is also referred to as nonmarket, unsystematic, or firm-specific risk) 
represents the portion of a firm's or industry's risk that is associated with random causes and 
can be eliminated through diversification. Diversifiable risk is attributable to firm-specific or 
industry-specific events (e.g., strikes, lawsuits, regulatory actions, or the loss of a key account). 


Pass Key 


It is important to be able to classify risk into two broad categories: 


D_Diversifiable risk 


U Unsystematic risk (nonmarket/firm-specific) 
N Nondiversifiable risk 
S Systematic risk (market) 


Remember the mnemonic DUNS to keep these risk types and their alternative names clear. 


2.4 Credit Risk 


Credit risk affects borrowers. Exposure to credit risk includes a company's inability to secure 
financing or secure favorable credit terms as a result of poor credit ratings. As credit ratings 
decline, the interest rate demanded by lenders increases, collateral may be required, and other 
terms are generally less favorable to the borrower. 


2.5 Default Risk 


Default risk affects lenders. Creditors are exposed to default risk to the extent that it is possible that 
its debtors may not repay the principal or interest due on their indebtedness on a timely basis. 


2.6 Liquidity Risk 


Liquidity risk affects lenders (investors). Lenders or investors are exposed to liquidity risk when 
they desire to sell their security, but cannot do so in a timely manner or when material price 
concessions have to be made to do so. 


2.7.‘ Price Risk 


Price Risk represents the exposure that investors have to a decline in the value of their individual 
securities or portfolios. Factors unique to individual investments and/or portfolios contribute to 
price risk, which becomes an even greater concern with increased market volatility. Price risk is 
related to diversifiable (unsystematic) risk. 
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3 Computation of Return 


Return compensates investors and creditors for assumed risk. Return is often stated or 
measured by interest rates. Interest can be expressed as either a cost (interest expense) to 
debtors or income (interest income) to investors. 


3.1 Stated Interest Rate 


= Definition: The stated interest rate (sometimes referred to as nominal interest rate) represents 
the rate of interest charged before any adjustment for compounding or market factors. 


= Computation: The stated interest rate is the rate shown in the agreement of indebtedness 
(e.g., a bond indenture or promissory note). 


Example 1 Stated Interest Rate 


Facts: A $10,000 promissory note states that payments will be made quarterly at a 
10 percent interest rate per annum. 


Required: Calculate the stated interest rate. Hint: You do not need a calculator. 
Solution: Stated rate = 10 percent 


3.2 Effective Interest Rate 


= Definition: The effective interest rate represents the actual finance charge associated with a 
borrowing after reducing loan proceeds for charges and fees related to a loan origination. 


= Computation: Effective interest rates are computed by dividing the amount of interest paid 
based on the loan agreement by the net proceeds received. 


Example 2 Effective Interest Rate 


Facts: A $10,000 promissory note has a stated rate of 10 percent per annum and is due in 
one year. The bank charges a loan origination fee of $75 and the state in which the loan is 
made levies a $50 documentary stamp charge. Taxes and fees are taken from loan proceeds. 


Required: Compute the effective interest rate. 


Solution: 
Interest paid (10,000 x 10%) $ 1,000 
Divided by net proceeds (10,000 — 75 — 50) + 9,875 
Effective interest rate 10.13% 
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3.3. Annual Percentage Rate 


= Definition: The annual percentage rate of interest represents a noncompounded version of 
the effective interest rate. The annual percentage rate is the rate required for disclosure by 
federal regulations. 


= Computation: Annual percentage rates are computed as the effective periodic interest rate 
times the number of periods in a year. Annual percentage rate emphasizes the amount paid 
relative to funds available. 


Example 3 Annual Percentage Rate 


Facts: A $10,000 promissory note displays a stated rate of 8 percent with interest to be 
paid semiannually. The bank charges a $75 loan origination fee and a documentary tax of 
$50 is assessed by the state. 


Required: Calculate the annual percentage rate. 
Solution: 


Step 1: Compute the effective periodic interest rate (as per above) 


Interest paid (10,000 x 8% x 6/12) $ 400 
Divided by available funds (10,000 - 75 - 50) + 9,875 
Effective periodic interest rate 4.05% 


Step 2: Multiply the effective periodic interest rate by the number of periods in a year 


Effective periodic interest rate 4.05% 
Periods in a year x 2 
Annual percentage rate 8.10% 


3.4 Effective Annual Percentage Rate 


= Definition: The effective annual percentage rate represents the stated interest rate adjusted 
for the number of compounding periods per year. The effective annual percentage rate is 
abbreviated APR. 


= Computation: The effective APR is computed as follows: 
Effective annual interest rate = [1 + (i/p)]° - 1 


i = Stated interest rate 


p = Compounding periods per year 
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Example 4 Effective Annual Percentage Rate 


Facts: A note has an 8 percent stated rate of interest compounded semiannually (two times 
per year). 


Required: Compute the effective annual percentage rate or APR. 
Solution: 

Effective annual interest rate = [1 + (i/p)]? - 1 

Effective annual interest rate = [1 + (0.08/2)]? - 1 = 8.16% 


3.5 Simple Interest (Amount) 


= Definition: Simple interest is the amount represented by interest paid only on the original 
amount of principal without regard to compounding. 


= Computation: Simple interest is formulated as follows: 


SI = P,(i)(n) 

P, = Original principal 

i = Interest rate per time period 
n = Number of time periods 


Example 5 Simple Interest 


Facts: A $10,000 promissory note bears simple interest at 8 percent for two years. 


Required: What is the simple interest on this obligation? 


Solution: 
SI = P,(i)(n) 
SI = $10,000 (8%)(2) 
SI = $1,600 
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3.6 Compound Interest (Amount) 


= Definition: Compound interest is the amount represented by interest earnings or expense 
that is based on the original principal plus any unpaid interest earnings or expense. 
Interest earnings or expense, therefore, compounds and yields an amount higher than 
simple interest. 


= Computation: Compound interest is computed as a future value as follows: 


FV, = P,(1 +i)" 

P, = Original principal 
i = Interest rate 

n = Number of periods 


Example 6 Compound Interest 


Facts: A promissory note for $10,000 carries an interest rate of 8 percent for two years, 
compounded annually. 


Required: Compute the maturity value of the promissory note. 
Solution: 

FV, = P,(1 +i)" 

FV. = $10,000 (1 + 0.08) 

FV. = $10,000 (1.1664) 


FV, = $11,664 


3.7 Required Rate of Return 


The required rate of return is calculated adding the following risk premiums to the risk-free rate: 


= Maturity Risk Premium (MRP): Is the compensation that investors demand for exposure to 
interest rate risk over time. This risk increases with the term to maturity. 


= Purchasing Power Risk or Inflation Premium (IP): Is the compensation investors require 
to bear the risk that price levels will change and affect asset values or the purchasing power 
of invested dollars (e.g., real estate). 


= Liquidity Risk Premium (LP): Is the additional compensation demanded by lenders 
(investors) for the risk that an investment security (e.g., junk bonds) cannot be sold ona 
short notice without making significant price concessions. Liquidity is defined as the ability 
to quickly convert an asset to cash at fair market value. 


= Default Risk Premium (DRP): Is the additional compensation demanded by lenders 
(investors) for bearing the risk that the issuer of the security will fail to pay interest and/or 
principal due on a timely basis. 
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A bank desires to purchase a corporate bond for its investment portfolio. Given the 
characteristics of the bond issue/issuer and current financial market conditions, a required 
rate of return of 8 percent is deemed appropriate for the bond issue, as follows: 


Real rate of return 3% 
+ Inflation premium (IP) 2% 
Nominal rate of return 5% 


+ Risk premium: 
Interest rate risk (MRP) 
Liquidity risk (LP) 
Default risk (DRP) 3% 


Required rate of return 8% 


4 Mitigating and Controlling Financial Risk 


Business entities must be able to not only identify and assess various financial risks, but also 
implement strategies to mitigate and control the impact these risks can have on their operations 
and finances. 


4.1 Diversification 


Diversifiable risk represents the portion of a single asset's risk that is associated with random 
causes and can be eliminated through diversification. Diversification is the process of building 

a portfolio of investments of different and offsetting risks. Although diversification can reduce 
certain risks, business are exposed to risks that cannot be managed through diversification 

(i.e., nondiversifiable risks). A diversified investor should be concerned only with nondiversifiable 
(systematic) risk because, in theory, an investor can create a portfolio of assets that eliminates 
all (or virtually all) diversifiable risk. 


4.2 Strategies to Mitigate and Control Specific Financial Risks 


Companies use many different strategies to reduce their exposure and vulnerability to the 
various financial risks. 


4.2.1 Mitigating Interest Rate Risk 


An investor can mitigate interest rate risk by investing in floating rate debt securities, which do 
not change in value when interest rates change and also generate higher coupon payments 
when interest rates rise. Derivatives such as forward rate agreements (FRAs) or interest rate 
swaps, in which the investor pays a fixed interest rate and receives a floating interest rate, can 
also be used to mitigate interest rate risk. 
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4.2.2 Mitigating Market Risk 


Market risk, because it is inherent in the marketplace and overall economy, is not as easy to 
mitigate. Market risk cannot be mitigated through diversification. One way to control market 
risk is to invest in derivatives that provide gains to the investor when the market declines. Short 
selling (selling an investment in the hopes of buying it back at a lower price later) is another 
strategy that provides returns when the market declines. 


The CFO of Dillon Bank is concerned that falling oil prices may lead to an overall stock 
market decline in the coming months. In order to protect the bank's investment portfolios 
against a market decline, the CFO opens several short positions in index funds designed to 
track the S&P 500. She will earn a profit if the market does decline, as she can buy back the 
funds at lower prices. However, if the market rises, she will eventually have to buy back the 
funds at higher prices than the original sale price. 


4.2.3 Mitigating Unsystematic Risk 


Unsystematic risk can be minimized through diversification. If an investor has a broad portfolio 
of investments, then an event that has a negative effect on one firm, industry, or investment 
type would have less of an effect on the value of the portfolio as a whole. 


4.2.4 Mitigating Credit Risk 


Credit risk is managed through improvements in credit ratings, which are assigned at entity and 
individual debt levels. When credit ratings are higher, borrowing can occur at more favorable 
terms (such as lower interest rates). Factors evaluated in determining credit ratings include 
overall economic outlook, industry conditions, cash flow measures, leverage, capital structure, 
management strength, historical performance, and financial ratios measuring solvency, 
liquidity, profitability, etc. Management has various degrees of control over these factors, but 
awareness of them and understanding of how changes can affect credit ratings are crucial to 
controlling this risk. 


4.2.5 Mitigating Default Risk 


Default risk can be mitigated in several ways. As a lender, an entity may choose to lend only 
to borrowers with low risk of default. Another option is to adjust the interest rates charged 
to better reflect the risk of each borrower, such that higher-risk borrowers will pay higher 
interest rates. 


Miller Inc. wants to reduce its default risk and is considering two plans. Miller can either 
reduce the population of potential customers by extending credit to customers with credit 
ratings only above a certain threshold, or it can continue extending credit to all customers 
but charge higher interest rates to borrowers that pose greater risks of not paying back 
money owed. 
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4.2.6 Mitigating Liquidity Risk 


Liquidity risk is higher for investments that don't have active markets (e.g., forward contracts, 
limited partnerships). Liquidity risk is mitigated by allocating a greater percentage of capital to 
investments that trade on active markets, such as equities, corporate bonds, futures contracts, 
and options. 


4.2.7 Mitigating Price Risk 


Price risk can be minimized through diversification. Price risk also can be mitigated through 
short selling or derivatives, such as put options. 


5 Currency Exchange Rate Risk 


Within domestic environments, a single currency defines the value of assets, liabilities, and 
operating transactions. In international settings, the values of assets, liabilities, and operating 
transactions are established not only in terms of the single currency, but also in relation to other 
currencies. Exchange rate (FX) risk exists because the relationship between domestic and foreign 
currencies may be subject to volatility. 


5.1 Factors Influencing Exchange Rates 


Circumstances that give rise to changes in exchange rates are generally divided between 
trade-related factors (including differences in inflation, income, and government regulation) and 
financial factors (including differences in interest rates and restrictions on capital movements 
between companies). 


5.1.1. Trade Factor (Relative Inflation Rates) 


When domestic inflation exceeds foreign inflation, holders of domestic currency are motivated 
to purchase foreign currency to maintain the purchasing power of their money. The increase in 
demand for foreign currency forces the value of the foreign currency to rise in relation to the 
domestic currency, thereby changing the rate of exchange between the domestic and foreign 
currency. 


Assume that the U.S. dollar is relatively stable while the Mexican peso is suffering from 
sudden inflationary pressures. As the Mexican peso buys less in the domestic Mexican 
economy, Mexicans and their banking institutions seek the safe haven of the U.S. dollar 

to maintain the purchasing power of their liquid resources. The demand for U.S. dollars 
created by Mexicans buying them with Mexican pesos makes the U.S. dollar more valuable 
in terms of the peso and drives up the exchange rate. The U.S. dollar commands more 
pesos in an exchange of currency. 


5.1.2 Trade Factor (Relative Income Levels) 


As income increases in one country relative to another, exchange rates change as a result of 
increased demand for foreign currencies in the country in which income is increasing. 
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The income level in the United States increases significantly in the second quarter. Americans 
flock to Mexico City on vacation to buy pifiatas. The increased supply of American dollars 
seeking to buy pesos to purchase Mexican goods causes the value of the American dollar to fall 
in relation to a stated number of pesos. The exchange rate is thus affected by relative income 
levels and the associated demand for foreign currency created by higher domestic income. 


5.1.3. Trade Factor (Government Controls) 


Various trade and exchange barriers that artificially suppress the natural forces of supply and 
demand affect exchange rates. 


A tariff on imported pifiatas would have the effect of discouraging the purchase of imports, 
thereby reducing demand for the peso and maintaining the exchange rate. 


5.1.4 Financial Factors (Relative Interest Rates and Capital Flows) 


Interest rates create demand for currencies by motivating either domestic or foreign investments. 
The forces of supply and demand create changes in the exchange rate as investors seek fixed 
returns. The effect of interest rates is directly affected by the volume of capital that is allowed to 
flow between countries. 


Assume that returns on institutional investments in Mexico skyrocket in the third quarter 
while returns on comparable institutional investments remain significantly lower in the 
United States. U.S. investors find the opportunity to earn high returns with similar risks 

in Mexican financial institutions irresistible. The demand for pesos increases as American 
investment increases. The exchange rate changes as the peso commands more U.S dollars. 


Summary Chart: Circumstances That Impact Exchange Rates 


Trade-Related Factors 


Relative inflation rates Demand/ 
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5.2 Risk Exposure Categories 


5.2.1 Transaction Exposure 


Exchange rate risk is defined, in part, by transaction exposure. Transaction exposure is defined as 
the potential that an organization could suffer economic loss or experience economic gain upon 
settlement of individual transactions as a result of changes in the exchange rates. Measurement 
of transaction exposure is generally done in two steps: 


1. Project foreign currency inflows and foreign currency outflows. 


2. Estimate the variability (risk) associated with the foreign currency. 


Seattle Import/Export, a U.S. import/export company, imports commodities from Canada 
that it pays for in Canadian dollars and exports commodities to Canada for which it receives 
Canadian dollars. If Seattle Import/Export anticipated that it would export C$10,000,000 

to Canada over the next year while importing C$8,000,000 over the same period, the net 
exposure in Canadian dollars is a C$2,000,000 inflow (receivable). 


If the current exchange rate is $0.75/C$1, the net exposure in U. S. dollars is $1,500,000 
(C$2,000,000 x 0.75). If the rate is anticipated to fluctuate five cents, between $0.70 
and $0.80, the total U.S. dollar fluctuation exposure would be expected to be between 
$1,400,000 and $1,600,000. 


5.2.2 Economic Exposure 


In addition to transaction exposure, exchange rate risk is defined, in part, by economic exposure. 
Economic exposure is defined as the potential that the present value of an organization's 

cash flows could increase or decrease as a result of changes in the exchange rates. Economic 
exposure is generally defined through local currency appreciation or depreciation and is 
measured in relation to organization earnings and cash flows. 


= Currency Appreciation and Depreciation 


Currency appreciation (depreciation) refers to the strengthening (weakening) of a currency in 
relation to other currencies. 


e Effect of Currency Appreciation 


As a domestic currency appreciates in value or becomes stronger, it becomes more 
expensive in terms of a foreign currency. Inflows (of foreign currency payments) tend to 
decline as exports become more expensive, whereas outflows (to foreign vendors) tend 
to increase as imports become less expensive. 


e Effect of Currency Depreciation 


As a domestic currency depreciates in value or becomes weaker, it becomes less 
expensive in terms of a foreign currency. Inflows (of foreign currency payments) tend to 
increase as exports become less expensive, whereas outflows (to foreign vendors) tend 
to decrease as imports become more expensive. 


The economic exposure created by domestic currency appreciation or depreciation with 
respect to a foreign currency depends on the net inflow or outflow of foreign currency. 


© Becker Professional Education Corporation. All rights reserved. Module 2 B1-29 


Financial Risk Management BAR 1 


5.2.3 Translation Exposure 


In addition to the transaction and economic exposures, exchange rate risk is defined in part by 
translation exposure. Translation exposure is the risk that assets, liabilities, equity, or income of a 
consolidated organization that includes foreign subsidiaries will change as a result of changes in 
exchange rates. Translation exposure is generally defined by the degree of foreign involvement, 
the location of foreign subsidiaries, and the accounting methods used and measured in relation 
to the effect on the organization's earnings or comprehensive income. 


= Degree of Foreign Involvement: Translation exposure increases as the proportion of 
foreign involvement by subsidiaries increases. 


Domestic International Inc. has no foreign subsidiaries but is deeply involved in exporting 
to neighboring countries. Global International Inc. has 12 foreign subsidiaries which, 
combined, make up 65 percent of consolidated revenues. Domestic International has less 
translation exposure than Global International because it has no foreign subsidiaries. 
Domestic's international business does expose the company to exchange rate risks, 
however, in terms of both transaction and economic exposure. 


Because of Global International's extensive foreign operations, the parent company 
has significant exposure to foreign currency translation exposure, and depending on 
the entity's export/import activity, Global International may also be exposed to foreign 
exchange transaction and economic risks. 


= Locations of Foreign Investments: Measurements of financial results of foreign 
investments frequently occur in the foreign currency in which the investee company 
operates. The exposure of the parent company to translation risk is affected by the stability 
of the foreign currency in comparison to the parent's domestic currency. The more stable 
the exchange rate, the lower the translation risk. The more volatile the exchange rate, the 
higher the translation risk. 


6 Mitigating and Controlling Transaction Exposure 


Financial instruments and hedges can be used to mitigate the effect of exchange rate 
fluctuations on individual transactions. 


6.1 Measuring Specific Net Transaction Exposure 


Net transaction exposure is the amount of gain or loss that might result from either a favorable 
or an unfavorable settlement of a transaction. 


6.1.1 Selective Hedging 


Hedging is a financial risk management technique in which an organization, seeking to mitigate 
the risk of fluctuations in value, acquires a financial instrument that behaves in the opposite 
manner from the hedged item. In effect, hedging is a process of reducing the uncertainty of 
the future value of a transaction or position (e.g., asset, liability, income) by actively engaging in 
various derivative investments. 
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Worldwide Sweet Peaches buys shipping crates for its product from Mexico. The company 
incurs liabilities denominated in pesos that it satisfies in pesos bought with U.S. dollars 

at the time of transaction settlement. The company incurs a significant liability in pesos 

at a spot rate of $0.10. Worldwide management expects that the peso will strengthen to 
$0.20 by the time the bill is due and thereby double its cost. To mitigate this perceived 
transaction risk, the company decides to hedge its position by locking in the current peso 
spot rate of $0.10. 


6.1.2 Identifying Net Transaction Exposure 


Consolidated entities consider their net transaction exposure prior to considering hedge 
strategies. Net transaction exposure considers the effect of transaction exposure on the 
entity taken as a whole rather than on individual subsidiaries. The net transaction exposure 
is computed by accumulating the inflows and outflows of foreign currencies by subsidiary, 
consolidating the effects on the subsidiary by currency type, and computing the net effect. 


6.1.3 Adjusting Invoice Policies 


International companies may hedge transactions without complex instruments by timing the 
payment for imports with the collection from exports. 


6.2 Mitigating Transaction Exposure: Futures Hedge 


A futures hedge entitles its holder to either purchase or sell a particular number of currency 
units of an identified currency for a negotiated price on a stated date. Futures hedges are 
denominated in standard amounts and tend to be used for smaller transactions. 


6.2.1 Accounts Payable Application 


= Accounts payable denominated in a foreign currency represents a potential transaction 
exposure to exchange rate risk in the event that the domestic currency weakens in relation to 
the foreign currency. Should the domestic currency weaken relative to the foreign currency, 
more domestic currency will be required to purchase the foreign currency, thereby 
increasing the company's cost of settling the liability. If management does not hedge this 
liability exposure, the company will incur a foreign exchange transaction loss. 


=m A futures hedge contract to buy the foreign currency at a specific price at the time the account 
payable is due will mitigate the risk of a weakening domestic currency. 


Worldwide Sweet Peaches buys crates from Mexico. On the date that Worldwide Sweet 
Peaches buys crates and incurs a significant liability in pesos, the spot rate is $0.10. 
Because the company fears that the peso will strengthen to $0.20 by the time the bill is 
due in 30 days, the company enters into a futures contract that will allow it to purchase the 
pesos needed to pay the liability for $0.10 per peso in 30 days. 
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6.2.2 Accounts Receivable Application 


= Accounts receivable denominated in a foreign currency represent a potential transaction 
exposure to exchange rate risk in the event that the domestic currency strengthens in relation 
to the foreign currency. Should the domestic currency strengthen, less domestic currency 
(than originally anticipated from the sale that created the receivable) can be purchased with 
the foreign currency received. An exchange loss will result. 


= A futures hedge contract to sell the foreign currency received in satisfaction of the receivable 
at a specific price at the time the accounts receivable is due will mitigate the risk of a 
strengthening domestic currency. 


Running Apparel International, a U.S.-based retailer, has international retail operations in 
several countries, including significant business in Japan. Company management expects 
that the Japanese retail operations will generate and liquidate a significant amount of its 
accounts receivables in 30 days. Although the current $/¥ spot rate is $1/¥98.02, company 
management expects the $/¥ spot rate to be $1/¥102.09 in 30 days. To mitigate this 
expected foreign exchange loss caused by the appreciation of the U.S. dollar (relative to the 
Japanese yen), the company enters into a futures contract to sell yen at the current spot rate 
($1/¥98.02) in 30 days, thereby locking in the current value of these foreign receivables. 


6.3. Mitigating Transaction Exposure: Forward Hedge 


A forward hedge is similar to a futures hedge in that it entitles its holder to either purchase or 
sell currency units of an identified currency for a negotiated price at a future point. Although 
futures hedges tend to be used for smaller transactions, forward hedges are contracts between 
businesses and commercial banks and are normally larger transactions. Although a futures 
hedge might hedge a particular transaction, a forward hedge is used based on an anticipated 
company need to either buy or sell a foreign currency at a particular point. 


6.3.1 Accounts Payable Application 


= Accounts payable denominated in a foreign currency represent a potential transaction 
exposure to exchange rate risk in the event that the foreign currency strengthens (domestic 
currency weakens). 


= A forward hedge contract to buy the foreign currency at a specific price at the time accounts 
payable are due for an entire subsidiary will mitigate the risk of a weakening domestic currency. 


6.3.2 Accounts Receivable Application 


= Accounts receivable denominated in a foreign currency represent a potential transaction 
exposure to exchange rate risk in the event that the foreign currency weakens (domestic 
currency strengthens). 


= A forward hedge contract to sell the foreign currency received in satisfaction of the 
receivables at a specific price at the time the accounts receivable are due or on the monthly 
cycle of a particular subsidiary will mitigate the risk of a strengthening domestic currency. 
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6.4 Mitigating Transaction Exposure: Money Market Hedge 


A money market hedge uses domestic currency to purchase a foreign currency at current spot 
rates and invest them in securities timed to mature at the same time as related payables. 


6.4.1 Money Market Hedge: Payables (Excess Cash) 


Firms with excess cash use money market hedges to lock in the exchange rate associated with 
the foreign currency needed to satisfy payables when they come due. 


Duffy's Discount Piflatas has a payable due to its Mexican suppliers in the amount of 
1,000,000 pesos in 90 days. The current exchange rate is $0.08 per peso and Mexican 
interest rates are 16 percent. Duffy has $100,000 in excess cash and elects to use a money 
market hedge to mitigate transaction exposure to exchange rate risk. Duffy performs the 
following steps: 


1. Determine the required investment in pesos at Mexican interest rates: 
1,000,000/ 1.04 = 961,538. 


(Note: A 16 percent annual interest rate for 90 days is equal to approximately 4 percent). 
Purchase 961,538 pesos with $76,923 (961,538 pesos x 0.08). 


Invest pesos at Mexican interest rates and satisfy payables upon maturity 
of the investment. 


Duffy has secured the satisfaction of its current $80,000 payable for $76,923. 


6.4.2 Money Market Hedge: Payables (Borrowed Funds) 


Firms that do not have excess cash follow the same basic procedure for a money market hedge 
on payables, except that they first borrow funds domestically and invest them internationally to 
satisfy the payable denominated in a foreign currency. 


Duffy's Discount Pifatas has a payable due to its Mexican suppliers in the amount 

of 1,000,000 pesos in 90 days. The current exchange rate is $0.08 per peso, Mexican 
interest rates are 16 percent, and U.S. interest rates are 6 percent. Duffy computes that 
it must borrow $76,923 to use a money market hedge to mitigate transaction exposure 
to exchange rate risk consistent with the first money market hedge example, but has no 
excess cash. Duffy borrows the needed amount for 90 days in the United States. 


Duffy has secured the satisfaction of its current $80,000 payable for $78,077 
(76,923 x 1.015 or 6% for 90 days). 
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6.4.3 Money Market Hedge: Receivables 


A money market hedge used for receivables denominated in foreign currencies effectively involves 
factoring receivables with foreign bank loans. Foreign currency amounts are borrowed in discounted 
amounts that are repaid in the ultimate maturity value of the receivable denominated in the foreign 
currency. Borrowed foreign currency amounts are converted into the domestic currency. 


Duffy's Discount Pifatas has a receivable from a Mexican customer in the amount of 
1,000,000 pesos due in 90 days. The current exchange rate is $0.08 per peso and Mexican 
interest rates are 16 percent. Duffy needs available cash and cannot wait to receive $80,000 
in 90 days. Because Duffy needs the money now, the company elects to use a money 
market hedge technique to expedite collection and mitigate any transaction exposure to 
exchange rate risk. 


Duffy computes that it can borrow 961,538 pesos and convert them to $76,923 consistent 
with the first money market hedge example. Duffy borrows the pesos from Mexican 
financial institutions. 


Duffy will be able to meet whatever its current cash requirements are in the United States 
with the $76,923, and when the 90-day discounted note for 961,538 pesos matures for 
1,000,000 pesos, Duffy will satisfy it with the collections from the foreign accounts receivable. 


6.5 Mitigating Transaction Exposure: Currency Option Hedges 


Currency option hedges give the business the option of executing the option contract or purely 
settling its originally negotiated transaction without the benefit of the hedge, depending on 
which result is most favorable. 


6.5.1 Currency Option Hedges: Payables 


A call option (an option to buy) is the currency option hedge used to mitigate the transaction 
exposure associated with exchange rate risk for payables. 


= Similar to a futures contract or forward contract, the business plans to buy a foreign 
currency at a low rate in anticipation of the foreign currency strengthening in comparison to 
the domestic currency in order to ensure that it can settle its liability at the predicted value. 


= The business has the option (not the obligation) to purchase the security at the option 
(strike or exercise) price. Generally, if the option price is less than the exchange rate at the 
time of settlement, the business will exercise its option. If the option price is more than 
the exchange rate at the time of settlement, the business will allow the option to expire. 
Although option premiums are used to compute any net savings associated with option 
transactions, they are a sunk cost and are irrelevant to the decision to exercise the options. 
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Example 7 Currency Option Hedge: Payables 


Facts: Gearty International owes its Mexican supplier 1,000,000 pesos due in 30 days. 
Although the peso is currently exchanged for the U.S. dollar at $0.08, the company is fearful 
that the Mexican peso will strengthen in comparison to the dollar before the settlement 

to as much as $0.10. Gearty International pays a $0.005 option premium to secure a call 
option to buy 1,000,000 pesos in 30 days for $0.08/peso. 


Required: Compute Gearty's net savings, assuming that Gearty is correct in its assessment 
of international exchange rates and the exchange rate at the time of the settlement (the 
spot rate) increases as predicted. 


Solution: 
Spot Rate at Option Total Settlement Cost 
Settlement Price Premium Option for 1,000,000 Pesos 
$0.10 - - - $100,000 
= $0.08 $0.005 $0.085 (85,000) 
Net savings $ 15,000 


Gearty's consideration for the option, the $0.005 option premium, is $5,000 and is 
paid regardless of whether the option is exercised. The gross savings of $20,000 
[(0.10 —- 0.08) x 1,000,000 pesos] is reduced by the $5,000 option premium to reflect a 
$15,000 net savings. Because the option premium is a sunk cost, it does not affect the 
company's decision to exercise the call option. 


6.5.2 Currency Option Hedges: Receivables 


A put option (an option to sell) is the currency option hedge used to mitigate the transaction 
exposure associated with exchange rate risk for receivables. 


= Similar to a futures contract or forward contract, the business plans to sell a foreign 
currency at a higher rate, in anticipation of the foreign currency weakening in comparison to 
the domestic currency, to ensure that it can capitalize on receivable collections at a stable or 
predicted value. 


=m The business has the option (not the obligation) to sell the collected amount of the foreign 
currency from the receivable at the option (strike or exercise) price. Generally, if the option 
price is more than the exchange rate at the time of settlement, the business will exercise its 
put option. If the put option price is less than the exchange rate at the time of settlement, 
the business will allow the put option to expire. Although premiums are used to compute 
any net preserved value associated with option transactions, they are a sunk cost and 
irrelevant to the decision to exercise the options. 
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Example 8 Currency Options Hedge: Receivables 


Facts: Gearty International is owed 1,000,000 pesos due in 30 days from its Mexican 
customer. Although the peso is currently exchanged for the U.S. dollar at $0.08, the 
company is fearful that the Mexican peso will weaken in comparison to the dollar before 
the settlement to as little as $0.06. Gearty International pays a $0.005 put premium to 
secure a put option to sell 1,000,000 pesos in 30 days for $0.08. 


Required: Compute the net preserved value assuming that Gearty is correct in its 
assessment of international exchange rates and the exchange rate at the time of the 
settlement (the spot rate) decreases. 


Solution: 
Spot Rateat Option Total Settlement Cost 
Settlement Price Premium Option for 1,000,000 Pesos 
$0.06 - - - $(60,000) 
= $0.08 $0.005 $0.075 75,000 
Net preserved value $ 15,000 


Gearty's consideration for the put option, the $0.005 put premium, is $5,000 and is paid 
regardless of whether the put option is exercised. The gross value "preserved" of $20,000 
[(0.08 — 0.06) x 1,000,000 pesos] is reduced by the $5,000 put premium paid to reflect a 
net $15,000 preserved receivable value. Because the put premium is a sunk cost, it is not 
included in the decision to exercise the option. 


6.6 Mitigating Transaction Exposure: Long-Term Transactions 


The following hedge transactions are used to mitigate exchange rate risk presented by 
transaction exposure. 


6.6.1 Long-Term Forward Contracts 


Mechanically, long-term forward contracts deal with the same issues as any other forward 
contracts. Long-term forward contracts are set up to stabilize transaction exposure over long 
periods. Long-term purchase contracts may be hedged with long-term forward contracts. 


6.6.2 Currency Swaps 


Transaction exposure associated with exchange rate risk for longer-term transactions can be 
mitigated with currency swaps. 


= Two Firms 


Two firms with coincidental needs for international currencies may agree to swap currencies 
collected in a future period at a specified exchange rate. The two entities essentially swap 
their currencies in an exchange negotiation completed years in advance of their receipt of 
the currencies. 


= Parallel Loan 


Two firms may mitigate their transaction exposure to long-term exchange rate loss by 
exchanging or swapping their domestic currencies for a foreign currency and simultaneously 
agreeing to re-exchange or repurchase their domestic currency at a later date. 
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Example 9 Currency Swap 


Facts: In order to hedge its future raw material purchases for its operations, in Poland, a 
U.S. manufacturing firm (U.S. counterparty) agrees to enter into a currency swap with a 
Polish multinational firm (foreign counterparty) whereby the U.S. counterparty agrees to 
provide the following quarterly notional amounts in U.S. dollars to the foreign counterparty 
in exchange for the following quarterly notional amounts in Polish ztotys. 


Quarter End U.S. Counterparty Receives Foreign Counterparty Receives 


1 1,500,000 ztoty 500,000 USD 
2. 900,000 ztoty 300,000 USD 
3 750,000 ztoty 250,000 USD 
4 1,800,000 ztoty 600,000 USD 


Assume that the exchange rate is 3.25 ztoty/1.0 USD at the end of quarter 1. 


Required: Calculate the U.S. manufacturing firm's foreign currency gain or loss recorded at 
the end of the first quarter on the currency swap. 


Solution: The U.S. manufacturing firm (U.S. counterparty) entered into a fixed notional 
amount currency swap with a foreign counterparty when the exchange rates were 3.0 
ztoty/1.0 USD. Because the contractual quarterly payments made in U.S. dollars to the Polish 
firm are fixed at that exchange rate throughout the swap, any movement up or down of these 
two exchange rates will result in a foreign currency gain or loss. 


In the first quarter, the U.S. dollar appreciates versus the Polish ztoty, so the U.S. 
counterparty incurs a foreign currency loss. Under the terms of the currency swap, the U.S. 
counterparty pays 500,000 U.S. dollars and receives 1,500,000 ztoty (based on an exchange 
rate of 3.0 ztoty/1.0 USD). The 1,500,000 ztoty received are worth only 461,538 U.S. dollars 
based on the end of quarter exchange rate of 3.25 ztoty/1.0 USD: 


1,500,000 / 3.25 = 461,538 USD 


Paying 500,000 U.S. dollars and receiving ztoty worth only 463,538 U.S. dollars represents a 
loss of 38,462 U.S. dollars: 


500,000 - 461,538 = 38,462 USD 


6.7. Mitigating Transaction Exposure: Alternative Hedging Techniques 


The following hedge transactions are used to mitigate exchange rate risk presented by 
transaction exposure. 


6.7.1 Leading and Lagging 


Leading and lagging represent transactions between subsidiaries or a subsidiary and a parent. 
The entity that is owed may bill in advance if the exchange rate warrants (leading) or possibly 
wait until the exchange rate is favorable before settling (lagging). 


6.7.2 Cross-Hedging 


The technique known as cross-hedging involves hedging one instrument's risk with a different 
instrument by taking a position in a related derivatives contract. This is often done when there is 
no derivatives contract for the instrument being hedged, or when a suitable derivatives contract 
exists but the market is highly illiquid. 
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6.7.3. Currency Diversification 


The simplest hedge for long-term transactions is to diversify foreign currency holdings over time. 
A substantial decline in the value of one currency would not affect the overall dollar value of the 
firm if the currency represented only one of many foreign currencies. 


7 Mitigating and Controlling Economic 
and Translation Exposure 


Businesses have various methods of managing the economic and translation exposure 
associated with exchange rate risks. Generally, the use of organization-wide solutions related to 
the entity itself and related reporting requirements are included in the approach. 


7.1. Assessing Economic Exposure 


Economic exposure is defined by the degree to which cash flows of the business can be affected 
by fluctuations in exchange rates. The extent to which revenues and expenses are denominated 
in different currencies could seriously affect the profitability of an organization and represents 
economic exposure. 


Pete's Primo Pifatas manufactures pifiatas in Mexico. The company's expenses paid to 

local suppliers are denominated in the peso. The company exports nearly 80 percent of its 
product to the United States and receives revenues denominated in U.S. dollars from upscale 
Mexican theme-party planners. If the peso were to strengthen in relation to the dollar, then 
import revenues could be significantly less than domestic expenses. Pete's Primo Pifatas 
would suffer economic losses as a result of its economic exposure to exchange rate risk. 


7.2 Techniques for Economic Exposure Mitigation 


Economic exposures typically relate to organization-wide issues and can usually only be mitigated 
with organization-wide approaches that involve restructuring and adjustments to the business plan. 


7.2.1 Restructuring 


Economic exposure to currency fluctuations can be mitigated by restructuring the sources of 
income and expense to the consolidated entity. 


= Decreases in Sales 


A company fearful of a depreciating foreign currency used by a foreign subsidiary may elect 
to reduce foreign sales to preserve cash flows. 


= Increases in Expenses 


A company anticipating a depreciating foreign currency may elect to increase reliance on those 
suppliers to take advantage of paying for raw materials or supplies with cheaper currency. 


7.2.2 Characteristics of Restructuring and Economic Exposure 


Restructuring tends to be more difficult than ordinary hedges. Economic exposures to exchange 
rate fluctuations are viewed as more difficult to manage than transaction exposures. 
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on Business 


1 The Laws of Demand and Supply 


While macroeconomics focuses on how human behavior affects outcomes in highly aggregated 
markets (e.g., products, labor), microeconomics focuses on how human behavior affects the 
conduct of more narrowly defined units, including a single individual, household, or business firm. 


1.1 Demand 


1.1.1 Definitions 
= Demand Curve 


The demand curve illustrates the maximum quantity of a good that consumers are willing 
and able to purchase at each and every price (at any given price), all else being equal. This 
demand curve is the microeconomics demand curve for a certain good or product and not 
the total demand in the economy as a whole. 


= Quantity Demanded 


Quantity demanded is defined as the quantity of a good (or service) individuals are willing 
and able to purchase at each and every (given) price, all else being equal. 


= Change in Quantity Demanded (Movement Along the Demand Curve) 


A change in quantity demanded is a change in the amount of a good demanded resulting 
solely from a change in price. Changes in quantity demanded are shown by movements along 
the demand curve (D). 


= Change in Demand (Movement of the Demand Curve) 


A change in demand is a change in the amount of a good demanded resulting from a change 
in something other than the price of the good. A change in demand cannot be due toa 
change in price. A change in demand causes a shift in the demand curve. 


1.1.2 Fundamental Law of Demand 


The fundamental law of demand states that the price of a product (or service) and the 
quantity demanded of that product (or service) are inversely related. As the price of the 
product increases (decreases), the quantity demanded decreases (increases). Quantity 
demanded is inversely related to price for two reasons: 


= Substitution Effect 


The substitution effect refers to the fact consumers tend to purchase more (less) of a good 
when its price falls (rises) in relation to the price of other goods. The substitution effect 
exists because people tend to substitute one similar good for another when the price of a 
good they usually purchase increases. For example, if the price of Pepsi decreases, it will be 
used as a substitute for Coca-Cola (a similar good). 
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Income Effect 


The income effect means that as prices are lowered with income remaining constant 
(i.e., as purchasing power or real income increases), people will purchase more or all of 
the lower-priced products. For example, a decrease in the price of a good increases a 
consumer's real income even when nominal income remains constant. As a result, the 
consumer can purchase more of all goods. 


1.1.3. Factors That Shift Demand Curves (Factors Other Than Price) 


Changes in Wealth 


A positive or negative change in wealth for people will result in a shift in the demand curve. 
For example, if people become wealthier it may increase (shift) their demand for luxury 
items (e.g., high-end sports cars). 


Changes in the Price of Related Goods (Substitutes and Complements) 


If the price of a similar good (a substitute good) increases, the demand curve will shift to the 
right (increase) for the original good, now perceived as a bargain. If the price of a good used 
in conjunction with the original good (referred to as a complementary good) decreases, the 
demand for the original good will increase (e.g., if personal computer prices fall, demand 
increases for peripherals, such as monitors and printers). 


Changes in Consumer Income 


An increase in consumers' incomes will shift the demand curve to the right (depicted as the 
shift from D, to D,). Assume, for example, that employment in a local community is primarily 
retail-based. Because employees' commissions rise during the Christmas season, those 
employees will have additional consumer income and will demand more goods (demand 
curve shifts to right). 


Changes in Consumer Tastes or Preferences for a Product 


When consumers' preferences (tastes) for a given product increase or decrease, there is 
a shift in the demand curve. For example, if the clothing industry experiences a revival of 
the 1960s era, the demand for bell-bottom jeans (retro clothing) will increase. This is also 
depicted as the shift from D, to D,,. 


Changes in Consumer Expectations 


If consumers anticipate that there will be a future price increase, immediate demand will 
increase for that product (at the current, lower price). For example, if commuters expect that 
the price of a monthly or annual bus pass will increase 10 percent in the near term, there 
should be a spike in demand for bus passes. 


Changes in the Number of Buyers Served by the Market 


An increase in the number of buyers will shift the demand curve to the right. This is evident 
in a community in which there has been a steady rise in the population of people 65 and 
older. As the number of senior citizens grows, there will be more buyers of prescription 
drugs, resulting in a shift in the demand curve to the right. 
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Change in Quantity Demanded vs. Change in Demand 
Price 
(in $1) 
A increase 
Px, a demand 
Px, 
A decrease De 
in demand 
X1 Xe Quantity Quantity 
Change in quantity demanded: Change in demand: 
Changes in price cause movements Shift in demand curve caused by external 
along the demand curve. influences (other than the price of the good). 
1.2 Supply 
1.2.1 Definitions 
The fundamental law of supply states that price and quantity supplied are positively related 
(i.e., they have a positive correlation). The higher the price received for a good, the more sellers 
will produce (higher quantity). 
= Supply Curve 
The supply curve illustrates the maximum quantity of a good that sellers are willing and 
able to produce at each and every price (at any given price), all else being equal. This is the 
microeconomics supply curve for a certain good or product and not the total supply in the 
economy as a whole. 
= Quantity Supplied 
Quantity supplied is the amount of a good that producers are willing and able to produce at 
each and every (given) price, all else being equal. 
= Change in Quantity Supplied (Movement Along the Supply Curve) 
A change in quantity supplied is a change in the amount producers are willing and able 
to produce resulting solely from a change in price. A change in quantity supplied is 
represented by a movement along the supply curve. 
= Change in Supply (Movement of the Supply Curve) 
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A change in supply is a change in the amount of a good supplied resulting from a change in 
something other than the price of the good. A change in supply cannot be due to a change in 
price. A change in supply causes a shift in the supply curve. 


Module 3 B1-41 


Market Influences on Business BAR 1 


1.2.2 Factors That Shift Supply Curves 
= Changes in Price Expectations of the Supplying Firm 


If prices are expected to decrease, the firm will supply more now at each price level to 

take advantage of the currently higher prices. For example, Coffee Products Inc. produces 
gourmet coffee (in cans) sold primarily to the restaurant industry. Given expected favorable 
crop and market conditions, the company believes that the average price of gourmet coffee 
will decline by $1 a can in the next six months. Based on this forecast, the company will 
increase the supply of gourmet coffee now to maximize profitability. This is represented by 
the shift in the supply curve from S, to S,. 


= Changes in Production Costs (Price of Inputs) 


When production costs are expected to decline (rise) there will be a shift in the supply curve 
to the right (left). A decrease in wages paid to workers would cause a shift to the right in the 
supply curve because for a lower amount of production dollars, the firm is willing to supply 
more products. This is represented by the shift in the supply curve from S, to S,. 


= Changes in the Price or Demand for Other Goods 


A decrease (increase) in the demand for another good supplied by a firm would cause the 
firm to shift its resources and increase (decrease) the supply of its remaining goods. Assume 
that a firm produces two products, butter and margarine. If there is an industry-wide 
increase in the price of butter that also lowers butter demand, the firm will shift its 
production to make more margarine, causing a shift in the supply curve for margarine to 
the right. 


= Changes in Subsidies or Taxes 


A decrease in taxes or an increase in subsidies would increase the amount supplied at each 
price level. In contrast, assume that a local company produces cigarettes and that a tax is 
levied on the sale of cigarettes in the state. If the company believes that this tax increase will 
negatively affect the demand for cigarettes, it will decrease the supply of cigarettes, which 
will shift the supply curve to the left. 


= Changes in Production Technology 


An improvement in technology would cause a shift to the right of the supply curve. For 
example, a company has introduced a state-of-the art technology that would significantly 
increase the finished bottle output for a production day. Under this scenario, the company 
would increase supply, resulting in a shift in the supply curve to the right. 


Change in Quantity Supplied vs. Change in Supply 
$3 


S; 


Price Price A decrease Sp 
(in $) (in $) in ane 
Po 
Py Sa increase 
in supply 


xX X2 Quantity Quantity 
Change in quantity supplied: Change in supply: 
Changes in price cause movements Shift in supply curve caused by external factors 
along the supply curve. (other than price). 
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1.3. Market Equilibrium 


A market is in equilibrium when there are no forces acting to change the current price/quantity 
combination. The market supplies just as much as is demanded, and there is no pressure to 
change prices. 


= The market's equilibrium price and output (quantity) is the point at which the supply and 
demand curves intersect. This is sometimes called the market clearing price. 


= The interaction of demand and supply determines equilibrium price. 


Market Equilibrium 


Price (P) 
D 
cS) 
$12b-------- ---- price floor 
10------------S £ — Equilibrium price 
gL-------- f meta ---- price ceiling 
a" 
| Shortage | 
Ss ' ! 1 D 


Qs Qe Qp Quantity 


* Price (P) is $10 at equilibrium, and the quantity supplied (Q) is Qe. 


« If the price is set below the equilibrium price, the quantity demanded 
will exceed the quantity supplied, and a shortage will result. 


« If the price is set above the equilibrium price, the quantity demanded 
will be less than the quantity supplied, and a surplus will result. 


1.3.1 Changes in Equilibrium 


If supply and/or demand curves shift, the equilibrium price and quantity will change. Market 
clearing quantity is the equilibrium quantity. Market clearing is the idea that the market will 
"eventually" be cleared of all excess supply and demand (all surpluses and shortages), assuming 
that prices are free to change. 


= Effects of a Change in Demand on Equilibrium 


A rightward shift (increase) in demand from curve D to curve D, (below, left) will result in an 
increase in price (from P to P,) and an increase in market clearing quantity (from Q to Q,). 
Conversely, a leftward shift (decrease) in demand from curve D to curve D, (below, right) will 
result in a decrease in price (from P to P,) and a decrease in market clearing quantity (from 


Q to Q)). 


Effects of a Change in Demand on Equilibrium 


Price Price 


Py 


' 
' 
\ 
1 
' 
' 
Q Q, Quantity Q, Q Quantity 
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= Effects of a Change in Supply on Equilibrium 


A rightward shift (increase) in supply from curve S to curve S, (below, left) will result in a 
decrease in price (from P to P,) and an increase in market clearing quantity (from Q to Q,). 
Conversely, a leftward shift (decrease) in supply from curve S to curve S, (below, right) will 
result in an increase in price (from P to P,) and a decrease in market clearing quantity (from 
Q to Q,). Market clearing quantity is the equilibrium quantity. Market clearing is the idea that 
the market will "eventually" be cleared of all excess supply and demand (all surpluses and 
shortages), assuming that prices are free to change. 


Effects of a Change in Supply on Equilibrium 


Price 


l 
' 
Q Q, Quantity Qa, Q Quantity 


= General Effects of Changes in Demand and Supply on Equilibrium 


e Anincrease in demand and supply results in an increase in equilibrium quantity, but the 
effect on price is indeterminate. 


—If the increase in demand is larger than the increase in supply, the equilibrium price 
will rise. 


— Conversely, if the increase in supply is larger than the increase in demand, the 
equilibrium price will fall. 


e The effect of other complex scenarios such as 1) a decrease in demand and an increase 
in supply, 2) an increase in demand and a decrease in supply, or 3) a decrease in 
demand and a decrease in supply can be analyzed in a similar manner. 


Effect on 
Change Equilibrium Effect on 
in Demand Change in Supply Quantity Equilibrium Price 
Increase Increase Increase Indeterminate 
Increase Decrease Indeterminate Increase 
Decrease Decrease Decrease Indeterminate 
Decrease Increase Indeterminate Decrease 
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1.4 Government Intervention in Market Operations 


Sometimes, the government will intervene in a market by mandating a price different from the 
"market price" (causing either a surplus or a shortage). This most often is accomplished by using 
price ceilings and price floors. 


1.4.1 Price Ceilings 


A price ceiling is a maximum price that is established be/ow the equilibrium price which causes 
shortages to develop. Price ceilings cause prices to be artificially low, creating a greater demand 
than the supply available. 


1.4.2 Price Floors 


A price floor is a minimum price set above the equilibrium price which causes surpluses to 
develop. Price floors are minimum prices established by law, such as minimum wages and 
agricultural price supports. 


Price Ceiling: Rent-controlled apartments exist in some places. The price is required by 
government mandate to remain at a certain level below the market price. The result is an 
artificially high demand for those apartments. (There may be policy reasons for having rent 
controls, but the economic result is that there is a shortage of apartments.) 


Price Floors: You can always find supporters of increasing the minimum wage in the 
United States. However, businesses hiring minimum-wage workers counter that they will 
be able to hire fewer people at the higher rates, thus creating a higher unemployment 
rate among those workers. Again, there is competition between the social policy and the 
economic policy in this case. 


2 Elasticity of Demand and Supply 


Elasticity is a measure of how sensitive the demand for, or the supply of, a product is to a change 
in price. 


2.1 Price Elasticity of Demand 


The price elasticity of demand is the percentage change in quantity demanded divided by the 
percentage change in price. 


% change in quantity demanded 


E. = Price elasticity of demand = : ; 
P % change in price 


= Inanormal demand curve, the price elasticity of demand is usually negative. This negative 
price elasticity reflects the downward sloping demand curve; as price goes up (positive 
percentage change), the quantity demanded goes down (negative percentage change). 
A negative price elasticity coefficient results if the demand curve is normal. 
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= Generally, the absolute value of the elasticity coefficient (positive value) is considered when 
price elasticity of demand problems are posed on the examination, because it is presumed 
that price elasticity is negative for a demand curve. 


Example 1 Elasticity of Demand 


Facts: Suppose that when the price of a product increases from $100 to $120, quantity 
demanded decreases from 1,000 units to 900 units. 


Required: Using the point method, calculate the price elasticity of demand. 


Solution: 
% change _ 900 [new demand] - 1,000 [old demand] _ 7100units  _ Aes 
in quantity 1,000 [old demand] 1,000 units 
Divided by: 
% change 7 $120 [new price] - $100 [old price] . $20 ar 
in price $100 [old price] $100 


m 
I 


=10 
Price elasticity of demand = Sa or = —-0.5 [absolute value = 0.5] 


2.1.1 Interpretation of Price Elasticity of Demand 
= Inelastic: Absolute price elasticity of demand < 1.0. (0 = perfect inelasticity). 
= Elastic: Absolute price elasticity of demand > 1.0. 


= Unit Elasticity: Absolute price elasticity of demand = 1.0. 


2.1.2 Factors Affecting Price Elasticity of Demand 


= Product demand is more elastic with more substitutes available but is inelastic if few 
substitutes are available. 


m The longer the time period, the more product demand becomes elastic because more 
choices are available. 


2.1.3 Price Elasticity Effects on Total Revenue 


If we know the price elasticity of demand for a good, we can determine how a change in price 
will affect a firm's total revenue. Total revenue is simply the price of a good multiplied by the 
quantity of the good sold. 


The table below summarizes the relationship between the price elasticity of demand and total 
revenue. 


Price Impact of Impact of 
Elasticity Implied a Price Increase a Price Decrease 
of Demand Elasticity on Total Revenue on Total Revenue 
Elastic Greater than 1 | Total revenue decreases Total revenue increases 
Inelastic Less than 1 Total revenue increases Total revenue decreases 
Unit Elastic Equal to 1 Total revenue is unchanged | Total revenue is unchanged 


B1-46 Module 3 © Becker Professional Education Corporation. All rights reserved. 


BAR 1 Market Influences on Business 


2.2 Price Elasticity of Supply 


The price elasticity of supply is calculated the same way as the price elasticity of demand, except 
that we now measure the change in quantity supplied. 


% change in quantity supplied 
% change in price 


% change _ 600 (new supply) - 500 (old supply) = 100 : 


E, = Price elasticity of supply = 


: i 20% 
in quantity 500 (old supply) 500 
Divided by: 
% change _ $11(newprice)-$10(old price) 1 “Ge 
in price $10 (old price) 10 : 
— = Price elasticity of supply = awe = 
- 10% 


2.2.1 Interpretation of Price Elasticity of Supply 

= Inelastic: Absolute price elasticity of supply < 1.0. (0 = perfect inelasticity). 
= Elastic: Absolute price elasticity of supply > 1.0. 

= Unit Elasticity: Absolute price elasticity of supply = 1.0. 


2.2.2 Factors Affecting Price Elasticity of Supply 


= The feasibility of producers storing the product will affect the price elasticity of supply. For 
example, a product that can be produced and stored until needed may have a high elasticity 
of supply. When the prices increase, the product is available to sell. Perishables, such as 
fresh flowers, cannot be stored very long and may have a low elasticity because it is more 
difficult to increase supply when prices rise. 


= The time required to produce and supply the good will affect the price elasticity of supply. 
For example, longer production time leads to lower price elasticity. 


2.3. Cross Elasticity 


Cross elasticity of demand (or supply) is the percentage change in the quantity demanded (or 
supplied) of one good caused by the price change of another good. 


(a) 
Il 


Cross elasticity of demand (supply) 


% change in number of units of X demanded (supplied) 
% change in price of Y 
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2.3.1 Interpretation of Cross Elasticity 


= Substitute Goods: Positive coefficient (e.g., the price of Product Y goes up, causing the 
demand for Product X to go up). 


= Complementary Goods: Negative coefficient (e.g., an increase in Product A's price results in 
a decrease in quantity demanded for Product B). 


= Unrelated Goods: The coefficient is zero. 


Example 2 Cross Elasticity 


Facts: The table below indicates how the price of sirloin steak will affect the quantity of 
steak sauce demanded (sold) at a local supermarket in a given week. 


Required: Calculate the cross elasticity of demand for steak sauce if the price of sirloin 
steak (per pound) is increased from $6.50 to $7.00 this week (and the supermarket only 
carries sirloin steak and no hamburger). 


Solution: 
Price (Ib.) Quantity Steak 
Sirloin Steak Sauce Sold 
$6.00 80 
6.50 60 
7.00 38 
lv 23 
Coreak Sauce = CrOSs elasticity of demand/supply of steak sauce 


% change in quantity demanded of sauce 
% change in price of steak 


% change in quantity demanded of sauce = (38 - 60)/60 = -0.3667 
% change in the price of steak = ($7.00 - $6.50)/$6.50 = 0.0769 


Cross elasticity of demand/supply of steak sauce = -0.3667/0.0769 = -4.77 


Interpretation: The cross elasticity is negative; the goods are complementary. 


2.4 Income Elasticity of Demand 


The income elasticity of demand measures the percentage change in quantity demanded for a 
product for a given percentage change in income. 


Income elasticity of demand (supply) 


% change in number of units of X demanded (supplied) 
% change in income 
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2.4.1 Interpretation of Income Elasticity of Demand 
= Positive income elasticity = Normal good. As income goes up, demand goes up. 


= Negative income elasticity = Inferior good. As income goes up, demand goes down. 


Example 3 Income Elasticity of Demand 


Facts: Assume that the level of family annual income increases from $100,000 to $120,000, 
resulting in the following change in attendance at professional sports events: 


Annual Family Number of Sporting 


Income Events Attended 

$ 80,000 3 
100,000 5 
120,000 9 
140,000 11 


Required: Using the data above, calculate the income elasticity of demand for sporting 
events attended in a year in which income increases from $100,000 to $120,000. 


Solution: 
|, = Income elasticity of demand for attendance at sporting events 


_ %change in quantity demanded of sporting events 
% change in income 


% change in quantity demanded = (9 - 5)/5=0.8 
% change in income = ($120,000 - $100,000) / $100,000 = 0.2 


Income elasticity of demand for sporting events = 0.8/0.2 =4 


Interpretation: Income elasticity of demand is positive; this is a normal good. 


3 Effects of Inflation 


3.1 Effect of Inflation on Prices 


Inflation is defined as a sustained increase in the general prices of goods and services. It occurs 
when prices on average are increasing over time. Inflation has an inverse relationship with 
purchasing power. As the price level rises, the value of money (purchasing power) declines. 


Monetary assets and liabilities (e.g., cash, accounts receivable, notes payable, etc.) are fixed in 
dollar amounts regardless of changes in specific prices or the general price level. During a period 
of inflation, entities holding monetary assets will be hurt by inflation and the loss of purchasing 
power. However, entities holding monetary liabilities (such as fixed and long-term debt) will 
benefit from increasing price levels because they will be repaying debt with inflated currency. 
Nonmonetary assets and liabilities (e.g., a building, land, machinery, etc.) and nonmonetary 
liabilities (e.g., rent collected in advance) will fluctuate with inflation and provide reduced 
variability when price levels change. 
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3.2 Effect of Inflation on Investments 


An entity's investments consist of traditional vehicles such as debt and equity investments, 
as well as alternative investments such as real estate, commodities, hedge funds, and private 
equity. Fixed-rate debt investments pay a fixed coupon every period along with face value 

at maturity. Inflation erodes the purchasing power of fixed-coupon payments and the final 
principal payment, which therefore reduces the present value of the investment. 


3.2.1 Debt Investments 


Debt investments with floating rates have coupon payments tied to interest rates. In order to 
combat a slowing economy, the Federal Reserve may lower interest rates. Lowering interest 
rates will help entities and consumers by making borrowing cheaper, which facilitates economic 
expansion. However, declining interest rates will result in a reduction in value of the floating 
coupon payments received. The principal payment, which is fixed upon issuance, will also lose 
value due to inflation. 


3.2.2 Equity Investments 


Equity investments may provide dividends primarily in the form of cash or stock payouts on 
a periodic basis. Unless the dividends adjust to changes in price levels, inflation will erode the 
value of these payments. Also, inflation causes production costs to rise, which drives up sales 
prices. Consumers may purchase fewer goods and services as a result of higher prices, which 
could lead to revenue, profit, and stock price declines. 


3.2.3. Alternative Investments 


Alternative investments may be used to effectively hedge against inflation. Although driven by 
myriad factors, real estate tends to increase in value over time and can generate returns that 
outpace inflation in the long term. Commodities are also used to hedge against inflation, as the 
value of precious metals, energy, livestock, and agriculture tend to move in line with inflation 
(when price levels rise, commodity levels rise). Hedge funds and private equity investments 
follow unique strategies and entities may wish to invest in funds that are designed to protect 
against inflation. 


Company ABC is concerned about the potential for rising prices over the next several 
years. To hedge against inflation, the CFO invests $4,000,000 in TIPS (Treasury 
Inflation-Protected Securities) paying interest at 1.50 percent and maturing in three years. 
After one year, inflation rises 2.50 percent. The new face value of the security is $4,100,000 
($4,000,000 x 1.025) and the coupon rate of 1.50 percent will be applied to the $4,100,000 
face value for the next year's interest payments. 


3.3 Effect of Inflation on Debt 


Although there is generally an inverse relationship between interest rates and the value of 
fixed-rate debt, interest rate adjustments often lag price-level changes. When a company issues 
fixed-xrate debt, it locks in the coupon and principal payments. Although fixed cash outflows 

in an inflationary environment benefit an entity, future interest rate reductions may make 
floating payments based on variable interest rates more attractive. Regardless of the payment 
mechanism, principal payments will be lower in real terms (i.e., after adjusting for the effect of 
inflation) when price levels are rising. 
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Company XYZ issues $1,000,000 in 5 percent fixed-rate debt maturing in 10 years. Inflation 
increases at 2 percent per year. The company pays $50,000 in interest costs each year and 
at maturity, when the company pays the principal of $1,000,000 to its debtholders, it will 
have a real cost of $820,348. 


Future value 


Real cost = = 
(1 + Inflation rate)" 
1,000,000 
Real cost = suicpwpee = $820,348 
(ROD) 


3.4 Effect of Inflation on Future Expenses 


In an inflationary environment, the costs of production (labor, capital, natural resources, etc.) 
will increase, requiring entities to increase sales prices to maintain profit margins. Entities that 
do not have a means of containing costs or raising sales prices without pricing out consumers 
will suffer. 


Acompany's CFO calculates that labor costs and associated fringe benefits for this year will 
total $28,000,000. If inflation averages 2 percent per year, the same labor and fringe costs will 
total $34,131,844 in 10 years and the company's prices for its goods will need to increase by 
at least 2 percent per year over the same time period in order to maintain profit margin. 


Future price = Present value x (1 + Inflation rate)" 


Labor and fringe costs in 10 years = $28,000,000 x 1.02'° = $34,131,844 


4 Factors That Influence Strategy 


When determining the effects of the market on business strategy, a look at the overall macro- 
environment in which the firm operates is essential because it can significantly assist the 
company in developing and choosing the best strategy to meet its goals. 


4.1. General Types of Factors That Influence Strategy 


Firms use SWOT (Strengths, Weaknesses, Opportunities, and Threats) analysis to assist in 
developing their appropriate strategic plans. Any strategy must consider these factors in 
its development. 
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4.1.1 Internal Factors (Strengths and Weaknesses) 


Factors internal to the organization that affect strategy are sources of strengths and weaknesses. 


Internal Factors (Strengths and Weaknesses) 


Innovation of product lines Leadership in research and development 


Competence of management Cohesiveness of the values of the 


Core competencies (outstanding skills) Oreanizanon 


Influence of high-level managers Matiseline eitecivencss 


ae Effectiveness of communication 
Capital improvements 


Clarity of the strategic mission 


4.1.2 External Factors (Opportunities and Threats) 


Factors external to the organization are sources of opportunities in the market and threats to 
the firm's ability to continue with its strategic plan. 


Factors Impacting the Industry Factors Impacting the Firm 


The economy Barriers to market entry 
Regulations and laws Market competitiveness 
Demographics of the population Existence of substitute products 


Technological advances and existing Bargaining power of the customers 
technology 


Bargaining power of the suppliers 


Social values 


Political issues 


Diverse Company (DC) is an international firm that produces bottles and pumps for its 
three distinct business segments, including food, healthcare, and fragrance. The following 
SWOT analysis was prepared by an equity analyst to further understand the factors which 
affect the company's business strategy. 


Strengths (S): Diverse Company has developed strong business relationships in many 
of its international markets, which has resulted in steadily increasing market shares for 
its product offerings. The company has been successful in implementing production 
efficiencies, which has led to improved operating margins. 


Weaknesses (W): The equipment the company uses to produce its bottles and pumps has 
exceeded its useful life; the average age of the company's equipment is greater than its 
industry peers. The company incurs significant repair costs each year. 


(continued) 
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(continued) 


Opportunities (O): There has been increased demand for personal healthcare products in 
emerging market countries. Although DC currently has limited product sales to emerging 
markets, management considers this a significant opportunity to expand its global 
market share. 


Threats (T): While barriers to entry in the company's product markets are moderate, DC will 
have to increase its already significant investment in R&D to maintain its customer base. 
These additional operating costs, along with expected further compliance and regulatory 
costs, may erode the company's impressive operating margins. 


5 s~Porter's Five Forces 


The following five forces identified by Michael Porter of Harvard University have a significant 
effect on the competitive environment and profitability of the firm. 


5.1 Barriers to Entry 


The firm faces the threat of new firms entering the market in which it operates. 
= Types of Barriers to Entry 


Often, rival firms face barriers to entry in the form of government regulation, supplier 
access, high up-front capital requirements, preexisting customer preferences and 
loyalties, economies of scale, learning-curve issues, and other up-front competitive cost 
disadvantages, including patents, trade barriers, and other restrictions. 


= When New Companies Will Attempt to Enter 


New companies will attempt to enter the competition when barriers to entry are low, 
potential high profits exist in the market, and the risk of retaliation by other firms is low. 
Unless barriers to entry exist, firms will enter until profits fall to a competitive level. 


5.2 Market Competitiveness (Intensity of Competition) 


The existence of competition from rival firms is often the most significant of the five forces 
of competition. Competition is increased when: 


= Rival firms can respond to changes in input costs, technology changes, etc. 

= Rival firms spend significantly on advertising and research and development. 
=m There are strong alliances between rival firms and suppliers. 
8 


Market growth has slowed, such that increasing market share is the only way to sustain 
profitability. 


=m The cost to exit the market exceeds the cost of staying in the market. 
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5.3 Existence of Substitute Products 


If the firm faces heavy competition from substitute products, the ability of a firm to sustain 
profits is significantly affected by the maximum amount that buyers are willing to pay for a 
product. This is especially true if the substitutes are readily available to consumers, have equal 
performance, and are priced at or below the price of the firm's product. The effect is further 
intensified when the costs of the buyer switching to the substitute product are low. If few 
substitutes exist, buyers have little choice of products and may be willing to pay a higher price 
for the products that are available. If close substitutes exist, buyers may have a limit on the 
maximum price that they are willing to pay, and this has a direct effect on the profits of the firm. 


5.4 Bargaining Power of the Customers 


If buyers are in the position to bargain with suppliers on the conditions of service, price, and 
quality, they are a strong force in the competitive market in which the firm operates. 


Buyers may be quite price sensitive and change products solely based on price, or they may 
have such brand loyalty and strong preferences that they will stay with a product regardless 
of price (oftentimes depending on the elasticity of demand). Consumer bargaining power is 
increased when: 


=m Acustomer group makes up a large volume of a firm's business (high buyer concentration). 
= Information is readily available. 
=m There is a low cost to the buyer of switching products. 


=m There is a high number of alternative suppliers. 


5.5 Bargaining Power of the Suppliers 


When the bargaining power of the suppliers of inputs to the production process is high, 
suppliers can take profits away from a firm simply by increasing the cost of the inputs to the 
firm's production process. Supplier bargaining power is increased when: 


= Afirmis unable to change suppliers. 


=m The supplier has an excellent reputation, such that there is plenty of demand for its goods/ 
services from other firms. 


6 Types of Competitive Strategies 


Building a successful competitive strategy requires being able to attain some sort of competitive 
advantage while still holding customer loyalty and having value for the customer. 


6.1 Competitive Advantage in General 


The overall competitive advantage of a firm is determined by the value the firm offers to 
its customers minus the cost of creating that value. Firms that seek to achieve competitive 
advantage with respect to products will choose from two basic forms of advantage. 


6.1.1 Cost Leadership Advantage 


The cost leadership advantage stems from the fact that the buyers of the product are better off 
because the firm has been able to produce and sell its product for less than its rivals. If the total 
costs of the firm are less than those of rival firms, the firm has a competitive market advantage. 
This advantage may be used by the firm by building market share and by matching the prices of 
its rivals. 
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6.1.2 Differentiation Advantage (Offering Advantage) 


The differentiation advantage (product differentiation) stems from the fact that buyers are better 
off because the customer perceives the firm's product to be superior in some way to those of its 
rivals. Therefore, they are willing to pay a higher price for its uniqueness. 


All parts of the buying decision are affected by the perceived value of the product (e.g., higher 
quality, timeliness of delivery, superior service, wide range of goods, fewer risks, performance 
measures, etc.). After the product has been differentiated, the firm must always be sure 

to remain profitable and recoup the cost of the "premium" included with the product. This 
advantage may be used by the firm by building market share and by increasing the price to the 
point at which it exactly offsets the value the customer perceives in the product. 


6.2 Basic Types of Competitive Strategies 


The basic types of competitive strategies that firms can employ include cost leadership focused 
on broad or narrow (niche) ranges of buyers, differentiation focused on broad or narrow (niche) 
ranges of buyers, and best cost provider. 


6.3. Cost Leadership Strategies 


Organizations may choose to achieve their organizational missions by selling their product 
or service for less than any other participant in the marketplace. Cost leaders undermine the 
profitability of their competitors as a means of achieving overwhelming market share. 


Toys-Only Company is an online toy retailer that sells toys to the mass consumer market. 
In order to increase its market share and to compete with the "brick and mortar" stores, 
the company's strategy has been focused on offering a complete line of toys at the lowest 
prices. This cost leadership strategy has been successful for Toys-Only given that it sells 
commodity-like products to the general U.S. toy retail market. 


Cost leadership strategies work well when buyers have bargaining power and low switching 
costs, and price competition is heavy. Cost leadership strategies fail when cost cutting is 
excessive and when customers are not as willing to sacrifice quality for cost. 


6.4 Differentiation Strategies (Product Differentiation) 


Organizations may choose to achieve their organizational missions by creating the perception 
that their product is better or has a unique quality that differentiates it from competitors in the 
marketplace. Firms that successfully differentiate their products are able to command higher prices. 


Quality Bathroom Inc. sells high-end bathtubs and accessories to a regional market. 
Because the company offers unique features, designs, and materials, its bathtubs sell 
at premium prices. This strategy has been successful for the company given its ability to 
clearly offer value-added products (at higher prices) to its retail customer market. 
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Differentiation strategies work well when customers see the value in products and are willing to 
pay for uniqueness. Differentiation strategies fail when firms do not properly assess customer 
requirements, fail to create value exceeding cost, and when customers would rather pay less for 
more generic products. 


6.5 Best Cost Strategies 


The best cost strategy combines the cost leadership strategy with the differentiation strategy to 
give customers higher value for their purchase price (i.e., a high-quality product at a reasonable 
price). If a firm is able to achieve the lowest cost among its closest competitors while matching 
them on features desired by consumers, it will succeed. 


Walmart Inc. is a mass merchandiser that uses a best cost strategy to increase its market 
share. Because of sheer economies of scale (e.g., purchasing, distribution), the company is 
able to offer the lowest prices on its vast product lines, which include many name brands 
as well as its own generic brands. Walmart's business strategy continues to be focused on 
offering customers superior products at the overall lowest prices. 


Best cost strategies work well when buyers are sensitive to price but generic products are 
unacceptable. Best cost strategies may fail because a "middle" strategy will not appeal to 
customers who want either fully differentiated or low-cost products. 


6.6 Focus/Niche Strategies 


Firms with cost leadership or differentiation strategies may choose to focus their chosen 
strategy on a select, small group of consumers, or a niche where consumers have specialized 
needs and preferences. 


All-Star Baseball Gloves Inc. makes premium baseball gloves for the collegiate/professional 
niche market, which includes collegiate baseball, minor league baseball, and major league 
teams. The company has been successful because it uses the highest-quality leather 
materials and includes special features in each of the player position baseball gloves it 
manufactures and Sells to the collegiate/professional niche market. 


Focus/niche strategies work well when the niche has large demand and there are few 
competitors. Focus/niche strategies may fail when competitors see a profitable niche and enter 
the market, or when firms are not easily responsive to customer needs. 
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1 =‘ Motivations for International Business Operations 


Entities are encouraged to look beyond the political borders in which they were organized to 
maximize shareholder value. Several economic theories support international trade as a means 
of achieving improved shareholder value. 


1.1 Comparative Advantage 


Specialization in the production and trade of specific products produces a comparative advantage 
in relation to trading partners. Companies and countries use comparative advantage to 
maximize the value of their efforts and resources. 


Illustration 1 Comparative Advantage 


The island nation of Bermuda produces no gasoline or vehicles, yet its roadways are filled 
with vehicles of all types. The country specializes in tourism and uses the money it earns 
from its visitors to buy (import) vehicles and petroleum products. The country maximizes 
its resources by specializing in tourism and buying transportation resources elsewhere. 


1.2. Imperfect Markets 


Resource markets are often deemed to be imperfect. The ability to trade freely between markets 
is often limited by the physical immobility of the resource or regulatory barriers. In order to 
retrieve more resources, companies must trade outside their borders. 


Illustration 2 Imperfect Markets 


Hi-Tech Components Inc. requires special electronic components to build its state-of-the 
art antenna systems. Although the company purchases 50 percent of these components 
domestically, Hi-Tech has historically purchased 35 percent and 15 percent of the 
remaining specialized components from Asia and Europe, respectively. 


Over the past six months, Hi-Tech has faced a significant increase in prices for these 
international components due to production shortages, higher shipping costs, and political 
tensions with several of the exporting countries. In order to remedy this risk, Hi-Tech is 
currently seeking other international trading partners for these specialized components. 
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1.3. Product Cycle 


Product manufacture or delivery is subject to a definable cycle, starting with the initial 
development of the product to meet needs in the domestic markets. Product cycle theory 
predicts that domestic success will result in domestic competition, encouraging the export of 
products or services to meet foreign demand and to maintain efficient use of capacity. Foreign 
success will in turn promote foreign competition. The entity is then motivated to establish a 
business outside its boundaries to differentiate itself more effectively and to compete with 
foreign business rivals. 


2 Methods of Conducting International 
Business Operations 


Multinational operations are structured in any number of ways. The following terms help define 
different methods of organization: 


= International Trade: Companies (and nations) conduct international trade by exporting/ 
importing products or services. 


= Licensing: Entities that provide the right to use processes or technologies in exchange for a 
fee are engaged in licensing activities. 


Wireless Inc., a U.S. corporation, obligates itself to establishing and maintaining cellular 
telephone systems in Mexico in exchange for a licensing fee to use its technology. 


= Franchising: Franchisors are entities whose marketing service or delivery strategy provides 
training and related service delivery resources in exchange for a fee. 


Flip-a-Burger Inc., a U.S. corporation, obligates itself to providing training and the use of 
unique company logos to businesses that operate in Peru. 


= Joint Ventures: Joint ventures take advantage of comparative advantage of one or both of 
the participants in marketing or delivering a product. 


Engulf & Devour Food Products, a U.S. corporation, teams with Chez Brule, a French concern, 
to distribute U.S. confections throughout France using Chez Brule's distribution network. 
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= Direct Foreign Investment (DF): An entity may establish international operations by 
purchasing a foreign company as a subsidiary or by starting a subsidiary operation within 
the borders of a foreign country. 


= Global Sourcing: Global sourcing is the synchronization of all levels of product 
manufacturing, including research and development, production, and marketing, on 
an international basis. Global sourcing is frequently implemented through a range of 
organizational and business arrangements (e.g., import/export operations, licensing, 
franchises, joint ventures). 


3 Relevant Factors of International Business Operations 


Factors relevant to assessing the effect of international business operations include: 


= Political and Legal Influences: Conducting business internationally may involve certain 
political risks that could be potentially disruptive to an entity. The legal requirements for 
conducting business in a given foreign country should also be assessed. 


= Potential for Asset Expropriation: Nations may expropriate (take) assets from the 
international companies that own the assets. Assessing the risk of political intervention is 
integral to business planning and financial reporting. 


= Taxes and Tariffs: Governments may attempt to control economic activity through taxes 
and tariffs. Mitigation of this risk is typically handled through transfer pricing. 


= Limitations on Asset Ownership or Joint Venture Participation: Governments may limit 
the amount of ownership or entirely restrict any ownership of business ventures within their 
borders, thereby limiting joint ventures and direct investments. 


= Content or Value Added Limits: Sometimes referred to as sourcing requirements, 
governments may provide tariff reductions to companies whose imports include specified 
percentages of material and labor in their products. 


= Foreign Trade Zones: Governments may establish trade zones in which tariffs are waived 
until the goods leave the zone. The creation of foreign trade zones affects the government's 
control of imports and the location of import facilities. 


= Economic Systems 


e Centrally Planned Economies: Some economies (such as China) are centrally planned. 
Factors of production (capital, land, etc.) are owned by the government and subject 
to restriction. 


e Market Economies: Most industrialized economies (such as the United States and 
Japan) are market economies. The factors of production are owned by individuals. 


e Conglomerates: Establishment of integrated conglomerates (e.g., the Japanese keiretsu 
or the Korean chaebol) creates self-sustaining entities that could not exist in the United 
States (fully integrated financing, manufacturing, and supplying organizations would 
likely violate antitrust laws). 


= Culture: Different cu/tures affect international business. Cu/ture can be defined as the 
shared values and attitudes of a group. The cultures of nations or regions typically involve 
the following issues. 


e Individualism vs. Collectivism: Some cultures (such as that of the United States) place 
a high value on individualism, and others (often Asian) are more likely to place a higher 
value on the collective. 
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e Uncertainty Avoidance: Certain cultures have difficulty dealing with uncertainty. The 
United States typically has a guarded ability to accept uncertainty, while Asian and 
South American cultures may be highly averse to dealing with uncertainty. 


e Short-Term vs. Long-Term Orientation: Certain cultures are traditional, adapting 
more slowly to change, while others are more focused on immediate gratification. The 
United States tends to have a short-term orientation, and many Asian cultures have a 
longer-term focus. 


e Acceptance of Leadership Hierarchy: Cultures have varying degrees of acceptance 
of vast differences between leadership and the rank and file. Some accept large 
differences in power and others anticipate greater levels of equality. The United States 
has a balanced view on this issue, although former European monarchies may be more 
accepting of wide differences in power. Less-developed former colonial counterparts in 
Asia and South America are often more distrustful of wide dispersions of power. 


e Technology and Infrastructure: International business may require factoring in wide 
differences in: 


— Communications systems 
—Transportation systems 
— Power and water sources 
—Training of staff 


— Differences in accounting practices 


4 Inherent Risks of International Business Operations 


The risks associated with conducting international business operations are generally categorized 
by the following: 


4.1 Exchange Rate Fluctuation 


Exchange rate or currency risks (and mitigation techniques) are generally divided into 
three categories: 


= Transaction risk 
= Economic risk 


= Translation risk 


4.2 Foreign Economies 


An operation within a foreign economy carries the risk of functioning within the general 

health or weakness of a particular economy. Domestic economies may be booming while 
international economies may be suffering and acting as a drag on a multinational company's 
overall performance. The state of the foreign economy in which the company operates is highly 
significant to risk evaluation. 
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4.2.1 Foreign Demand 


A multinational corporation exporting to a foreign country is vitally concerned with demand 
within that country. Demand is directly affected by the health of the economy of the country in 
which it operates. 


= Weakening demand may cause the foreign government to implement tariffs or other 
regulatory measures that reduce foreign penetration. 


=m Measures to reduce foreign penetration may require either curtailment of foreign 
operations or export of goods produced by the multinational inside the foreign country 
instead of selling within the foreign country. 


4.2.2. Interest Rates 


Higher interest rates in the foreign country are indicators of slower economic growth and 
reduced demand. 


= Lower interest rates in the foreign country may be indicative of increased growth 
and demand. 


4.2.3 Inflation 


Higher local (economy) inflation reduces purchasing power, making imported goods more 
expensive and reducing local demand. 


= Lower local (economy) inflation increases the purchasing power for imported goods, 
resulting in higher local demand. 


4.2.4 Exchange Rates 
= Weak local currency reduces demand for imported goods. 


= Strong local currency increases demand for imported goods. 


4.3 Political Risk 


Political risks represent noneconomic events or environmental conditions that are potentially 
disruptive to financial operations. Ultimately, political climates or actions can disrupt cash flows. 
Although expropriation of productive resources represents the most extreme political risk, other 
features of political risk also must be considered, including: 


=m  Bureaucracies and related inefficiencies or barriers to trade 
Corruption 

The host government's attitude toward foreign firms 

The attitude of consumers toward foreign firms 
Inconvertibility of foreign currency 

War 
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MODULE 


The Economic Effect of 
Significant Transactions 


1.‘ Business Combinations 


An entity can expand its operations by entering into a business combination. The four primary 
types of combinations include horizontal, vertical, circular, and diagonal combinations. 
Transactions include mergers, acquisitions, consolidations, tender offers, purchases of assets, 
and management acquisitions. 


1.1. Types of Business Combinations 


1.1.1 Horizontal Combination 


A horizontal combination occurs when companies in the same industry that produce the 
same goods or provide the same services join together under single management/leadership. 
Both horizontal and vertical combinations (described next) offer benefits, such as reduced 
competition, economies of scale leading to reduced costs, expertise at various levels of 
production, minimized overproduction, and maximized profits. 


Illustration 1 Horizontal Combination 


Heinz and Kraft Foods, both in the business of selling processed food to consumers, merged 
into one company—the Kraft Heinz Company—in 2015. The expectation at the time of the 
merger was that the new company would become one of the largest food and beverage 
companies in both the United States and the world. The new company projected annual 
revenues of approximately $28 billion, along with an expected $1.5 billion in cost savings. 


1.1.2 Vertical Combination 


A vertical combination involves the combination of companies at different stages of the 
production process. The companies can be from the same industry or multiple industries. A 
vertical combination can assure the supply of raw materials (backward integration) or provide a 
stable market for products sold (forward integration). 


Illustration 2 Vertical Combination 


In 1996, Time Warner Inc. merged with Turner Broadcasting to create a massive, worldwide 
entertainment conglomerate. This merger provided Time Warner access to many of the 
basic cable television channels (and historical films) that were owned previously by Turner. 
Federal Trade Commission concerns about the merger's effect on competition in the cable 
industry kept the deal in limbo for months. 
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1.1.3. Circular Combination 


A circular combination occurs when different business units with relatively remote connections 
come together under single management. The relationship could come from using similar 
distribution or advertising channels, or requiring similar production processes. Having one 
management group over the combined units reduces overall administrative and other 
operational costs. 


Pharma Inc. is a leading company in the U.S. pharmaceuticals industry. In order to expand 
its business within its current consumer market and to take advantage of potential cost 
reductions, it acquires Letson Watson—a company specializing in building residential real 
estate for adult communities 55 and older. 


1.1.4 Diagonal Combination 


A diagonal combination occurs when a company that engages in an activity integrates with 
another company that provides ancillary support for that primary activity. The purpose is to 
ensure that the ancillary support is delivered in a timely and effective manner, which is crucial to 
the mission of the primary activity and business. 


Landbright Farms breeds organic livestock and sells the meat to high-end grocery 
stores. Fresh Meats Inc. transports Landbright's products to market in refrigerated 
trucks. If Landbright were to merge with Fresh Meats, this would be an example of a 
diagonal combination. 


1.2. Transactions 


1.2.1 Merger 


In a merger, two (or more) entities combine to form a single new corporation, with the stocks 
of all merging companies surrendered and replaced with new stock in the name of the new 
company. Mergers often involve the combination of like-sized companies. 


In 2016, Dell Inc. and EMC Corp. merged to become Dell Technologies. The deal was 
worth close to $60 billion and brought together two powerful technology franchises 
with strong capabilities in storage, servers, PCs, hybrid cloud, converged infrastructure, 
mobile, and security. 
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1.2.2 Acquisition 


The acquisition of one company by another involves no new company. Only the acquirer remains 
after the acquisition. The acquired firm, which is generally smaller than the acquiring firm, may 
retain its legal structure and name, or it may be subsumed by the acquirer and cease to exist. 


In 1984, the U.S. Department of Justice instructed AT&T to divest its regional telephone 
companies. Twenty-two years later, AT&T reacquired Bell South in a deal worth more than 
$85 billion dollars. The company retained the name AT&T. 


1.2.3. Tender Offer 


In a tender offer, a company makes an offer directly to shareholders to buy the outstanding 
shares of another company at a specified price. The offer may be in the form of cash or 
securities of the acquiring corporation (stocks, warrants, debt issuances). Shareholders of the 
target company have the option of accepting or rejecting the offer. 


Biltmore Inc. offers $13 per share to buy the stock directly from the shareholders of 
Alexander Co. (the target company). Alexander stock is currently selling at $11 per share, 
making the Biltmore offer very attractive to the target's shareholders. Assuming that the 
majority of shareholders agree to the terms, Biltmore will provide $13 per share. This is an 
example of a tender offer. 


1.2.4 Purchase of Assets 


A purchase of assets transaction occurs when a portion (or all) of the selling company's assets 
are purchased by the acquiring company, which may result in the dissolution of the selling 
company. As with a tender offer, shareholder approval must be obtained. 


Lox Industries enters into an asset purchase agreement with Bright Star Inc. to purchase 
approximately 80 percent of the latter's buildings and equipment. As part of the 
agreement, Lox agrees to assume the liabilities associated with mortgages outstanding on 
the buildings and capital leases on the equipment purchased. 
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2 ‘Divestiture 


A divestiture involves the partial or full disposal of a component or business unit of a company. 
Divestiture transactions include sell-offs, spin-offs, and equity carve-outs. 


2.1 Sell-off 


A sell-off is an outright sale of a subsidiary because, for example, the subsidiary's core 
competencies do not align with the overall company's or because there is a lack of synergy 
between the company and its subsidiary. Legal action stemming from anticompetitive or 
antitrust practices may also require a sell-off. 


Management and shareholders of BeckCo Industries think that its ownership of Blended 
Ltd. is causing the overall entity to be undervalued from a market perspective. As a result, 
the company sells the assets and liabilities of Blended to another entity in the hopes that 
investors will react favorably to the sale, which will lead to an increase in the stock price. 


2.2  Spin-off 


A spin-off creates a new, independent company by separating a subsidiary business from a parent 
company. A spin-off can be completed by distributing stock in the new entity as a stock dividend 
to existing shareholders or by offering shareholders stock in the new company in exchange for 
their stock in the parent company. Spin-offs typically occur when a unit is less profitable and/or 
unrelated to the core parent business. The assumption is that the operations of the unit after a 
spin-off are expected to have more value than they did as part of the larger operation. 


In 1994, Eli Lilly and Company (a large, U.S.-based global pharmaceutical company) shifted 
its focus purely to pharmaceuticals and other similar businesses. As a result, Lilly soun off 
its medical devices division, which went public later that year under the name Guidant. 
Guidant focused on cardiovascular medical products, such as artificial pacemakers, stents, 
and cardioverter-defibrillators. 


2.3 Equity Carve-out 


An equity carve-out occurs when a subsidiary is made public through an initial public offering 
(IPO), thereby creating a new publicly listed company. Unlike a spin-off, in which no cash comes 
to the parent company, the sale of shares in the new company generates cash for the parent 
as well as providing the parent with a controlling interest in the subsidiary. The hope is this 
strategy will unlock the independent value of the subsidiary previously contained within the 
merged entity. 
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Teco Industries is a multinational company with several divisions specializing in unique 
product lines. Fearing that Teco is not focusing enough on its core business, management 
would like to divest one of the company's units. Management is interested in both a cash 
infusion from the divestiture and maintaining some degree of control. The equity carve-out 


is the most likely choice because it would provide cash while allowing management to 
retain a controlling interest. 
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Capital Structure 


1 Capital Structure Components 


An entity's capital structure is the mix of debt (long-term and short-term) and equity (common 
and preferred) used to finance operations and growth. 


1.1 Debt Financing 


Entities use various forms of short-term and long-term debt in their capital structures. Common 
forms of short-term debt include short-term notes payable, commercial paper, and line-of-credit 
arrangements. Long-term debt may include long-term notes payable, debentures, bonds, and 
finance leases. 


= Commercial Paper: Unsecured debt issued by a corporation and maturing in 270 days or 
less. Proceeds used to finance current assets or to meet short-term obligations. 


Debentures: Unsecured debt issued by a corporation. 


= Subordinated Debentures: Unsecured debt ranking behind senior creditors in the event of 
an issuing company liquidation. Carry higher interest rates than debentures. 


Income Bonds: Pay interest upon the achievement of target income levels. 


= Junk Bonds: Noninvestment grade bonds characterized by high default risk and high 
returns. 


= Mortgage Bonds: Pooled mortgages (loans secured by real property) with bondholders 
protected from default by liens on real property assets. Trustees foreclose on mortgage 
assets in the event of default. 


=m Lease: Contractual agreement in which the owner of an asset (lessor) allows another party 
(lessee) to use the property (asset) in exchange for periodic lease payments. Will generally 
result in the lessee recording a right-of-use (ROU) asset and lease liability on the balance 
sheet. A lessee will record "lease expense" on the income statement for an operating lease 
and interest and amortization expense on the income statement for finance leases. 


1.2 Equity Financing 


Equity financing involves the issuance of equity (stock) securities that represent different forms 
of ownership of the company. A distinguishing feature of equity securities is the rights of 
shareholders to a firm's assets in a bankruptcy (liquidation) are less than that of both secured 
and unsecured bondholders. 


1.2.1 Preferred Stock 


Preferred stock is a hybrid equity security that has features similar to both debt and equity. 
Preferred shares offer or require a fixed dividend payment to their holders, which is similar to 
coupon payments made on debt instruments. They are like equity because the timing of the 
dividend payment is at the discretion of the board of directors (not mandatory) and the dividend 
payments are not tax deductible. 
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1.2.2. Common Stock 


Common stock represents the basic equity ownership security of a corporation. Common stock 
includes voting rights with optional dividend payments by the issuer. Most common stock is 
issued with a stated par value. When the common stock is issued at a given market price, the 
proceeds received by the issuer are separated between the common stock account (i.e., par 
value times the number of shares issued) and the additional paid-in capital (APIC) account. A 
negative feature of common equity is that common shareholders have the lowest claim to a 
firm's assets in a liquidation. 


va Pass Key 


The following table summarizes some of the general characteristics of debt and 


equity financing: 
| — Debt = Equity 
| Flexibility No | Yes 
| Tax deductibility Yes No 
“EPS dilution (NoYes 
Increased financial risk | Yes No 
| Security issuance costs Low | High | 
Investor return | Fixed Variable | 


2 Weighted Average Cost of Capital 


The weighted average cost of capital (WACC) serves as a major link between the long-term 
investment decisions associated with a corporation's capital structure and the wealth of a 
corporation's owners. The weighted average cost of capital is the average cost of all forms 
of financing used by a company. WACC is often used internally as a hurdle rate for capital 
investment decisions. The theoretical optimal capital structure is the mix of financing 
instruments that produces the lowest WACC. 


Ve Pass Key 


The value of a firm can be computed as the present value of the cash flow it produces, 
discounted by the costs of capital used to finance it. The mixture of debt and equity 
financing that produces the lowest WACC maximizes the value of the firm. 
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2.1 Computing the Weighted Average Cost of Capital (WACC) 


The weighted average cost of capital (WACC) is the average cost of debt and equity financing 
associated with a firm's existing assets and operations. 


2.1.1. Formula 


The weighted average cost of capital is determined by weighting the cost of each specific type of 
capital by its proportion to the firm's total capital structure. 


WACC = (Ele) * (E\e,) s Gig (1-T)| 


Where: 

ve The summed market values of the individual components of the firm's capital 
structure: common stock equity (E), preferred stock equity (P), and debt (D) 

R = The required rate of return (also known as the "cost") of the various components 

T = The corporate tax rate 


=m The percentage equity and percentage debt in the capital structure is calculated using the 
market values of the outstanding debt and equity, if market values are available. 


Example 1 Calculating WACC 


Facts: Assume that the cost of common stock equity for XYZ Company is 8.4 percent, the 
cost of preferred stock equity is 6.8 percent, and the weighted average interest rate on the 
company's debt is 6.0 percent. Also, assume that the market value percentages of each 
component of the capital structure are 55 percent common stock, 20 percent preferred 
stock, and 25 percent debt. The corporate tax rate is 30 percent. 


Required: Compute XYZ's WACC. 

Solution: 

1. Cost of debt (after tax): 

Interest rate x (1 — Tax rate) 

= 6.0% x (1 — 30%) 

4.2% 

2. WACC = (8.4% x 55%) + (6.8% x 20%) + (4.2% x 25%) = 7.03% 


If XYZ is using its WACC as the hurdle rate, then it should invest in any project that will yield 
a return higher than 7.03%. 


2.1.2 Individual Capital Components 


Individual capital components include both long-term and short-term elements of a firm's 
permanent financing mix. 


= Long-Term Elements: Long-term elements include long-term debt, preferred stock, common 
stock, and retained earnings. 


= Short-Term Elements: Short-term elements may include short-term interest-bearing debt 
(e.g., notes payable). Other forms of current liabilities (e.g., accounts payables and accruals) 
are rarely, if ever, included in the cost-of-capital estimate, because they generally represent 
interest-free capital. 
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=  After-Tax Cash Flows: In evaluating the cost of the components of capital structure, 
after-tax cash flows are the most relevant. The cost of debt is computed on an after-tax basis 
because interest expense is tax deductible. 


2.2 Weighted Average Cost of Debt 


The relevant cost of long-term debt is the after-tax cost of raising long-term funds through 
borrowing. Sources of long-term debt generally include the issuance of bonds or long-term 
loans. Debt costs are generally stated as the interest rate of the various debt instruments. In 
some cases, debt costs are stated according to basis points above U.S. Treasury bond rates 
(where 1 basis point is equal to one-hundredth of 1 percent, or 0.01 percent). The weighted 
average interest rate is calculated by dividing a company's total interest obligations on an annual 
basis by the debt outstanding: 


Effective annual interest payments 


Weighted average interest rate = 
8 8 Debt outstanding 


2.2.1 Pretax Cost of Debt 


The pretax cost of debt represents the cost of debt before considering the tax shielding effects of 
the debt. 


2.2.2. After-Tax Cost of Debt 


Because interest on debt is tax deductible, the tax savings reduces the actual cost of debt. 
The formula for computing the after-tax cost of debt is: 


After-tax cost of debt = Pretax cost of debt x (1 — Tax rate) 


Example 2 After-Tax Cost of Long-Term Debt 


Facts: Assume that the long-term debt component of the weighted average cost of capital 
for a firm includes a pretax cost of debt of 12.5 percent and a 30 percent tax rate. 


Required: Compute the after-tax cost of long-term debt. 
Solution: 
After-tax cost of long-term debt = Pretax cost of debt x (1 - Tax rate) 
= 0.125 x (1 — 0.30) 
ONIZ 53 OW/, 
0.0875 = 8.75% 
Although the pretax interest rate is 12.5 percent, the after-tax interest rate, after considering 


the deductibility of the interest expense, is 8.75 percent. Note that if the tax rate increased 
to 40 percent, the cost of debt would decrease to 7.5 percent [12.5% x (1 - 0.40)]. 
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Va Pass Key 


e Debt carries the lowest cost of capital and the interest is tax deductible. 
e The higher the tax rate, the more incentive exists to use debt financing. 


2.3 Cost of Preferred Stock 


The cost of preferred stock is the dividends paid to preferred stockholders. After-tax 
considerations are irrelevant with equity securities because dividends are not tax deductible. 


2.3.1 Formula 


Preferred stock dividends 


Cost of preferred stock = —@—@.- —________—___- 
: Net proceeds of preferred stock 


2.3.2 Preferred Stock Dividends 


Preferred stock dividends can be stated as a dollar amount or a percentage. For example, 
5 percent preferred stock pays an annual dividend of 5 percent of par value, if dividends are 
declared by the corporation. 


2.3.3 Net Proceeds of Preferred Stocks 


The net proceeds from a preferred stock issuance can be calculated as the proceeds net of 
flotation costs (i.e., issuance costs). 


Example 3 Cost of Preferred Stock 


Facts: Assume that the preferred stock component of the weighted average cost of capital 
for a firm is 10 percent, $100 par value preferred stock that was issued at par value with a 
flotation cost of $5 per share. 


Required: Compute the cost of preferred stock. 
Solution: 
Preferred stock dividend = Dividend percentage times par value = 10% x $100 = $10 
Cost of preferred stock = Dividends / Net proceeds 
= $10/($100 - $5) 
= $10/$95 
= 0.1053 = 10.53% 
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2.4 Cost of Retained Earnings 


The cost of equity capital obtained through retained earnings is equal to the rate of return 
required by the firm's common stockholders. A firm should earn at least as much on any earnings 
retained and reinvested in the business as stockholders could have earned on alternative 
investments of equivalent risk. As mentioned above, after-tax considerations are irrelevant to 
equity securities because dividends are not tax deductible. Arriving at the components of the 
formula for the cost of retained earnings can be difficult and potentially subjective. 


2.4.1 Three Common Methods of Computing the Cost of Retained Earnings 
1. Capital asset pricing model (CAPM) 

2. Discounted cash flow (DCF) 

3. Bond yield plus risk premium (BYRP) 


2.4.2. The Capital Asset Pricing Model (CAPM) 
= Key Assumptions 
e The cost of retained earnings is equal to the risk-free rate plus a risk premium. 


e The market risk premium is equal to the systematic (nondiversifiable) risks associated 
with the overall stock market. 


e The beta coefficient is a numerical representation of the volatility (risk) of the stock 
relative to the volatility of the overall market. A beta equal to 1 means the stock is as 
volatile as the market, and a beta greater (less) than 1 means the stock is more (less) 
volatile than the market. 


e The risk premium is the stock's beta coefficient multiplied by the market risk premium. 
e The market risk premium is the market rate of return minus the risk-free rate. 


= Cost of Retained Earnings Formula (CAPM) 


Cost of retained earnings = Risk-free rate + Risk premium 
Risk-free rate + (Beta x Market risk premium) 
Risk-free rate + [Beta x (Market return — Risk-free rate)] 


Example 4 Capital Asset Pricing Model 


Facts: Assume that a firm's beta is 1.25, the risk-free rate is 8.75 percent, and the market 
rate of return is 14.25 percent. 


Required: Compute the cost of retained earnings using the capital asset pricing model (CAPM). 


Solution: Cost of retained earnings using the capital asset pricing model (CAPM): 


Cost of retained earnings = Risk-free rate + [Beta x (Market return — Risk-free rate)] 
= 0.0875 + [1.25 x (0.1425 — 0.0875)] 
= 0.0875 + [1.25 x 0.0550] 
= 0.0875 + 0.0688 
= 0.1563 = 15.63% 
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2.4.3. Discounted Cash Flow (DCF) 
= Key Assumptions 
e Stocks are normally in equilibrium relative to risk and return. 
e The estimated expected rate of return will yield an estimated required rate of return. 


e The expected growth rate may be based on projections of past growth rates, a retention 
growth model, or analysts' forecasts. 


= Formula 


D 
Cost of retained earnings = = + g 
0 


Where: 
P, = Current market value or price of the outstanding common stock 


Oo 
Il 


The dividend per share expected at the end of one year 
The constant rate of growth in dividends 


Example 5 Discounted Cash Flow 


Facts: Assume that a firm is a constant growth firm that just paid an annual common stock 
dividend of $2.00, has a dividend growth rate of 7.5 percent, and a current market price for 
common stock of $25.25 per share. 


oa 
Il 


Required: Compute the cost of retained earnings using the discounted cash flow (DCF) method. 
Solution: Compute the dividend per share expected at the end of the year as follows: 

D, = D,x(1 +g) 

$2.00 x (1 + 0.075) 

D, = $2.00 x 1.075 

D, = $2.15 


Cost of retained earnings using the discounted cash flow (DCF) method: 


UO 
I 


Cost of retained earnings = (D,/P,)+g 

($215.7 $25.25) #01075 
0.0851 + 0.075 

0.1601 = 16.01% 


2.4.4 The Bond Yield Plus Risk Premium (BYRP) 
=m Key Assumptions 
e Equity and debt security values are comparable before taxes. 


e — Risks are associated with both the individual firm and the state of the economy. Risk 
premiums depend on nondiversifiable risk. 


e — Risk estimation can be derived by using a market analysts' survey approach or by 
subtracting the yield on an average (A-rated) corporate long-term bond from an 
estimate of the return on the equity market. 
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= Formula 


Cost of retained earnings = Pretax cost of long-term debt + Market risk premium 


Example 6 Bond Yield Plus Risk Premium 


Facts: Assume that a firm has estimated its market risk premium at 4.5 percent and has 
determined that the yield to maturity on its own bonds is 11.34 percent. 


Required: Compute the cost of retained earnings using the bond yield plus risk premium 
(BYRP) method. 


Solution: Cost of retained earnings using the bond yield plus risk premium method: 
Cost of retained earnings = Firm's own bond yield + Market risk premium 
= 0.1134 + 0.045 
0.1584 = 15.84% 


2.4.5 Comparison of the CAPM, DCF, and BYRP Methods 
Each method is a valid method of calculating the cost of retained earnings. 


The average of the three cost amounts could be used as the estimate of the cost of retained 
earnings if there is sufficient consistency in the results of the three methods. 


3 Optimal Capital Structure 


The optimal cost of capital is the ratio of debt to equity that produces the lowest WACC. Required 
rates of return demanded by debt and equity holders fluctuate as the ratio of debt to equity 
changes. At some point as debt to equity increases, leverage becomes more pronounced and 
debtors will demand a greater return for the high level of default risk. In addition, equity holders 
also will require a greater return due to the negative effect of high leverage on their potential 
future cash flows. 


3.1 Determination of Lowest WACC 


The following graph displays an example of the cost of using equity financing, the cost of using 
debt financing, and the resulting WACC as debt and equity conditions change. In this example, 
the firm achieves its lowest WACC when its debt-to-equity ratio is at 4.0. 
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DETERMINATION OF LOWEST WACC 
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3.2 Application to Capital Budgeting 


Generally, new projects are funded by sources of capital that maintain the optimum capital 
structure (ratio of debt to equity) and meet or exceed the hurdle rate implied by its cost. The 
historic weighted average cost of capital may not be appropriate for use as a discount rate for 
a new capital project unless the project carries the same risk as the corporation and results 

in identical leveraging characteristics. Appropriate application of the weighted average cost of 
capital as a hurdle rate for capital projects involves use of the weighted average cost of each 
additional new dollar of capital raised at the margin as that capital need arises. 


4 Asset Structure 


While a firm's capital structure relates to the debt and equity components of its balance sheet, 
the asset structure relates to the composition of assets on its balance sheet. Specifically, asset 
structure describes the dollar amounts in each line on the balance sheet and the proportions of 
the assets that are classified as current and long-term. 


4.1 Current Assets 


Current assets are expected to provide economic benefits to the company within the 12-month 
period following the balance sheet date. Examples of current assets include cash and cash 
equivalents, inventory, accounts receivable, notes receivable, prepaid expenses, and marketable 
security investments classified as trading. 


4.2 Non-current Assets 


Non-current assets represent probable economic benefits that will extend beyond the next 
12 months. Examples of non-current assets include long-term investments; property, plant, and 
equipment (PP&E); intangible assets; and deferred tax assets. 


© Becker Professional Education Corporation. All rights reserved. Module 1 B2-11 


Capital Structure BAR 2 


4.3 Influence of Capital Structure 


An entity's asset structure is influenced by and influences its capital structure. Debt and 
equity issuances may be used to fund long-term assets such as building construction and the 
acquisition of other companies. When a company issues new debt or equity, it receives an 
immediate cash infusion that boosts current assets. With debt in the capital structure, cash 
(or other current assets that can easily be converted to cash) are needed to fund interest 
and principal payments when they come due. With equity, the company may choose to pay 
dividends, which require cash payments (typically each quarter). 


5 Loan Covenants and Capital Structure 


Lenders use debt covenants to protect their interests by limiting or prohibiting the actions of 
borrowers that might negatively affect the position of the lenders. An entity's capital structure 
influences the extent to which it is subjected to loan covenants. If a borrower's capital structure 
is heavily weighted toward equity, its financial leverage will be low and its fixed obligations 
associated with debt will be relatively minimal. In these situations, loan covenants may not be 
particularly stringent or difficult to maintain because there is less risk that the borrower will be 
unable to make its interest and principal payments. However, when a borrower has a significant 
amount of outstanding debt relative to equity, loan covenants will typically increase and become 
more stringent because there is more risk for the lender. 


6 Growth and Profitability 


Investors, creditors/lenders, and individuals who do business with a company want to see 
sustainable growth and profitability over time; this provides assurance that the company will 
meet its obligations and provide a positive return on investment for its stakeholders. Both 
growth and profitability are affected by an entity's capital structure. 


6.1 Growth Rate 


The growth rate associated with a company's earnings is a key component of financial valuation. 
A company's annual earnings are allocated between dividend payments to shareholders and 
retained earnings. 


Return on assets x Retention 
Growth rate (g)_ = ———_—_———- 
1 — (Return on assets x Retention) 
Where: Retention (the retention ratio) is equal to the addition to retained earnings 
divided by net income. This also can be thought of as the portion of net income not paid 
out in the form of dividends to stockholders. 
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Example 7 Growth Rate 


Facts: A company calculates return on assets of 7.5 percent in the current year and follows 
a policy of paying out 40 percent of all earnings as dividends. 


Required: Calculate the company's expected growth rate. 


Solution: If 40 percent of all earnings are paid out as dividends, then 60 percent are 
retained by the company. 
0.075 x 0.60 


Growth rate (g) = = 47% 
1 -— (0.075 x 0.60) 


6.1.1 Influence of Capital Structure 


An entity's capital structure influences its growth rate. The retention ratio is influenced by the 
level of equity. Dividends paid to shareholders increase the dividend payout ratio and decrease 
the retention ratio and the overall growth rate. Return on equity is affected by an entity's net 
income (which is reduced by interest expense associated with a company's debt) and the 
amount of equity (relative to debt) in a firm's capital structure. A higher return on equity (ROE) 
has a positive effect on overall company growth. 


6.2 Profitability 


A key financial measure of success for a company is profitability. Measures of profitability 
include return on sales (ROS), return on investment (ROI), return on assets (ROA), and return on 
equity (ROE). All else being equal, a higher profitability ratio (over time for a single company or 
relative to its peers when comparing companies) is desirable. 


Income before interest income, 
interest expense, and taxes 


Return on sales (ROS) = 
Sales (net) 


Net income 
Average invested capital 


Return on investment (ROI) 


Net income 
Average total assets 


Return on assets (ROA) 


Net income 


Return on equity (ROE) = ————— 
Average total equity 
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6.2.1 Influence of Capital Structure 


ROS, ROI, ROA, and ROE measure profitability after accounting for capital structure decisions. 
Net income is the bottom line of the income statement after both interest expense and taxes 
are taken into account. The higher an entity's debt, the greater the impact of interest expense on 
net income. Dividend payments affect these ratios in the sense that dividend payments reduce 
assets and retained earnings (equity). 


7 Leverage and Risk 


Leverage affects the variability of company profits and, therefore, affects the risk assumed (and 
return required) by creditors and owners. Leverage is a significant consideration as a factor 

in designing capital structure. Financial managers must consider both operating leverage and 
financial leverage. 


7.1. Operating Leverage 


7.1.1 Definition 


Operating leverage is the degree to which a company uses fixed operating costs rather than 
variable operating costs. Capital-intensive industries often have high operating leverage, 
whereas labor-intensive industries generally have low operating leverage. 


7.1.2 Implications 


A company with high operating leverage must produce sufficient sales revenue to cover its high 
fixed-operating costs. High operating leverage is beneficial when sales revenue is high. A high 
contribution margin (sales - variable costs) indicates high operating leverage. 


A company with high operating leverage will have greater risk but greater possible returns. 
There is risk because the variability of profits is greater with higher operating leverage. 


When sales decline, a company with high operating leverage may struggle to cover its fixed 
costs. However, beyond the breakeven point, a company with higher fixed costs will retain a 
higher percentage of additional revenues as operating income (earnings before interest and 
taxes or EBIT). 


When Pat Jones compared his company's operating leverage with a competitor's operating 
leverage, Jones found that his company experienced a 21 percent increase in EBIT as a 
result of a 5 percent increase in sales, while the competitor experienced a 10 percent 
increase in EBIT as a result of a 5 percent increase in sales. Jones' company has higher 
operating leverage than the competitor, which implies that fixed costs constitute a higher 
proportion of his company's total costs compared with the competitor. As a result, Jones' 
company will need to generate more revenue to cover its fixed costs, but will be highly 
profitable once those fixed costs are met. 


B2-14 Module 1 © Becker Professional Education Corporation. All rights reserved. 


BAR 2 Capital Structure 


7.2. Financial Leverage 


7.2.1. Definition 


When making financing decisions, a firm can choose to issue debt or equity. When debt is 
issued, the firm generally must pay fixed interest costs. Equity issuances do not result in an 
increase in fixed costs because dividend payments are not required. Financial leverage is the 
degree to which a company uses debt rather than equity to finance the company. 


7.2.2 Implications 


A company that issues debt must produce sufficient operating income (EBIT) to cover its fixed 
interest costs. However, once fixed interest costs are covered, additional EBIT will go straight to 
net income and earnings per share. A higher degree of financial leverage implies that a relatively 
small change in earnings before interest and taxes (increase or decrease) will have a greater 
effect on profits and shareholder value. Another benefit of financial leverage is that interest 
costs are tax deductible, whereas dividends are not. 


Companies that are highly leveraged may be at risk of bankruptcy if they are unable to make 
payments on their debt. They also may be unable to find new lenders in the future. 


If a firm with significant debt experiences a 42 percent increase in EPS as a result of a 

21 percent increase in EBIT, the firm has more than enough operating income to cover 
its fixed interest costs. As a result, EPS has been magnified. If the firm had issued equity 
rather than debt, EPS most likely would have decreased because the number of shares 
outstanding would have increased. The higher a firm's financial leverage, the greater its 
potential profitability (but also the greater its risk). 


7.3. Value of a Levered Firm 


7.3.1 Definition 


A "levered firm" is a company that has debt in its capital structure, whereas an unlevered firm 
has only equity (and no debt) in its structure. The formula for calculating the value of a levered 
firm, assuming that the debt is permanent, is shown below: 


Valuconalevered tine Value of an Present value of the 
unlevered firm interest tax savings 
Where: 
("sept * D) 


Present value of interest tax savings = 


T = Corporate tax rate 
r = Interest rate on debt 
D = Amount of debt 
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7.3.2 Implications 


A firm that uses debt benefits from the tax deductibility of the interest payments. These 
cumulative tax savings, discounted to today's dollars, represent the difference between the 
value of a firm with no debt and a firm with debt in its capital structure. 


Example 8 Value of a Levered Firm 


Facts: The value of a company with no debt in its capital structure is $130 million. The 
company has recently issued $25 million in debt at an interest rate of 5.75 percent. 


Required: Assuming that the corporate tax rate is 30 percent, calculate the value of the 
levered firm. 


Solution: 
0.30 x (0.0575 x $25 million 
SENOS enimilen © au s ) = $137.5 million 
levered firm 0.0575 
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Working Capital 
Management 


1 Cash and Cash Equivalents Management 


Factors influencing the levels of cash include the volume of collections and their timing, the 
volume of disbursements and their timing, and the degree to which idle cash is invested in 
marketable securities. 


Businesses use various techniques to maximize cash balances, including managing float, 
synchronizing cash inflows and outflows, speeding collections and deposits, and mitigating risks 
with overdraft systems or compensating balances. 


1.1 Motives for Holding Cash 


Companies hold cash to make routine payments for business transactions, to repay loans and 
other financing costs, to maintain compensating balances for banks, to prepare for future 
uncertainties, and to prepare for future opportunities. Motives for holding cash include: 


= Transaction Motive: A company may hold cash to meet payments arising from the ordinary 
course of business. 


= Speculative Motive: Cash may be needed to take advantage of temporary opportunities. 
= Precautionary Motive: It is important to have enough cash on hand to maintain a safety 
cushion to meet unexpected needs. 


1.2 Disadvantages of High Cash Levels 


Maintaining high levels of cash can be a disadvantage because of: 


= The "negative arbitrage" effect (i.e., interest obligations exceed interest income from 
cash reserves). 


= Increased attractiveness as a takeover target. 


= Investor dissatisfaction with allocation of assets (i.e., failure to pay dividends). 


1.3. Primary Methods of Increasing Cash Levels 
(Reducing the Operating and Cash Conversion Cycles) 


Either speeding up cash inflows or slowing down cash outflows increases cash balances. 
Improved rates of cash collection are generally achieved through faster accounts receivable 
collections, which improves a company's operating cycle. Reduced cash outflows are often 
achieved through delayed (or deferred) disbursements. The combination of current cash inflows 
and current cash outflows related to a business is called the cash conversion cycle. The objective 
of financial managers is to shorten the cash conversion cycle. 
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2 Accounts Receivable Management 


2.1 Credit Policy 


Credit policy is one of the major determinants of demand for a firm's products or services, 
along with price, product quality, and advertising. The credit policy of a company is typically 
established by a committee of senior company executives. Credit policy variables include: 


1. Credit Period: Credit period is the length of time buyers are given to pay for their 
purchases. A commonly used credit period is 30 days. If the credit period is too long, the 
company may experience cash shortages. A credit period that is too short may damage 
relationships with customers and negatively affect future sales. 


2. Credit Standards: Credit standards refer to the required financial strength of credit customers. 
Extending credit to only financially strong customers minimizes uncollectible receivables, but 
also limits potential sales. Extending credit to a broader base of customers increases sales, but 
adds risk in that a greater percentage of receivables are likely to be written off. 


3. Collection Policy: Collection policy is measured by a company's stringency or laxity in 
collecting delinquent accounts. This is also a balancing act between wanting to collect cash 
owed quickly versus maintaining positive relationships with customers. 


4. Discounts: Discounts include the discount percentage and period. Offering discounts to 
customers who pay early may result in faster receivables collection, depending on the terms 
of the discount and the customer's own cash needs and capacity to pay early. 


2.2 Methods to Speed Collections 


=m Customer Screening and Credit Policy: A company can choose to extend credit to more 
responsible customers, who are more likely to pay bills promptly. 


= Prompt Billing: Timely billing of charges to credit customers ultimately serves to speed 
collections. 


= Payment Discounts: Offering payment discounts may influence customers to pay faster 
and can result in improved cash collections. Discounts foregone represent a higher cost to 
the customer than a bank loan for similar financing. 


= Expedite Deposits: Financial managers not only must collect credit sales in a timely 
manner, but also must ensure that funds are deposited and credited to their account 
quickly. The following techniques reduce the time during which payments received by a firm 
remain uncollected (not yet credited as cash in the bank). 


e Electronic Funds Transfer: The electronic movement of funds from one institution to 
another is called electronic funds transfer, or EFT. Electronic funds transfer and credit 
cards ensure timely payment. Having funds sent electronically to a company's bank 
account facilitates immediate collection rather than waiting for checks to be deposited. 


e Lockbox Systems: Lockbox systems expedite cash inflows by having a bank receive 
payments from a company's customers directly via mailboxes to which the bank has 
access. Payments that arrive in these mailboxes are deposited into the company's 
account immediately. 


= Concentration Banking: Concentration banking is characterized by the designation of a 
single bank as a central depository. Advantages of concentration banking include: 


e Improved controls over inflows and outflows of cash 
e Reduced idle balances 
e Improved effectiveness for investments 
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2.3. Factoring 


Factoring accounts receivable entails turning over the collection of accounts receivable to a 


third-party factor in exchange for a discounted short-term loan. Cash is collected from the factor 


immediately rather than from the customer according to the credit terms. 


Example 1 Factoring 


Facts: Radon Technologies enters into an agreement with a firm that will factor the 
company's accounts receivable. The factor agrees to buy the company's receivables, which 
average $50,000 a month, and have an average collection period of 30 days. The factor will 
advance up to 80 percent of the face value of receivables at an annual rate of 12 percent 
and charge a fee of 2 percent on all receivables purchased. The controller of the company 
estimates that the company would save $10,000 in collection expenses over the year. Fees 
and interest are not deducted in advance. Assuming a 360-day year, what is the annual cost 
of financing? 


Required: Assuming a 360-day year, compute the annual cost of financing. 


Solution: 
x (Days in year / 

AR x Fee Daysin period) Subtotals 
AR submitted $ 50,000 2% 360 / 30 $ 12,000 
Amount withheld (20%) (10,000) 
Amount subject to interest $ 40,000 12%/12 360 / 30 4,800 
Cost to company 16,800 
ee 10.000 
Net cost $ 6,800 


Net cost/average amount advanced = $6,800 / $40,000 = 17% (APR) 


3 Inventory Management 


Inventory may represent the most significant current noncash resource of an organization. 
Inventory typically is most significant in businesses that involve the sale or manufacture 
of goods. 


3.1. Types of Inventory 

Inventory may be classified as raw materials, work-in-process, and finished goods. 
= Raw Materials: Inventory held for use in the production process. 

= Work-in-Process: Inventory in production but incomplete. 


= Finished Goods: Production inventory that is complete and ready for sale. 
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3.2. Inventory Management Strategies 


3.2.1 Factors Influencing Inventory Levels 


Inventory depends on the accuracy of sales forecasts. Lack of inventory can result in lost sales, 
and excessive inventory can result in burdensome carrying costs, including: 


m Storage costs 

m Insurance costs 

= Opportunity costs of inventory investment 
a 


Lost inventory due to obsolescence or spoilage 


Vs Pass Key 


The lower the carrying costs of inventory, the more inventory companies are willing to carry. 


3.2.2 Optimal Levels of Inventory 


Numerous factors affect the optimal level of inventory, including the usage rate of inventory 
per period of time, cost per unit of inventory, cost of placing orders for inventory, and the time 
required to receive inventory. Concepts related to the determination of the optimal level of 
inventory include: 


m Inventory turnover 
Safety stock 
Reorder point 


Economic order quantity 


Materials requirements planning 


3.2.3 Safety Stock 


Many companies maintain safety stock to ensure that manufacturing or customer supply 
requirements are met. The determination of safety stock depends on the following factors: 


= Reliability of sales forecasts 
= Possibility of customer dissatisfaction resulting from back orders 


= Stockout costs (the cost of running out of inventory), including loss of income, the 
cost of restoring goodwill with customers, and the cost of expedited shipping to meet 
customer demand 


= Lead time (the time that elapses from the placement to the receipt of an order) 


= Seasonal demands on inventory 
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3.2.4 Reorder Point 


The reorder point is the inventory level at which a company should order or manufacture 
additional inventory to meet demand and to avoid incurring stockout costs. The reorder point 
can be calculated using the following formula: 


Reorder point = Safety stock + (Lead time x Sales during lead time) 


Example 2 Reorder Point 


Facts: Worldwide Widgets sells 8,000 widgets per year, manufactures widgets in groups of 
1,500, and requires five weeks of lead time for widget production. Worldwide also maintains an 
absolute minimum safety stock of 1,200 widgets. 


Required: Assuming a 50-week year and constant demand, compute Worldwide's reorder point 
for widgets. 


Solution: 

Worldwide sells an average of 160 widgets per week (8,000 widgets per year / 50 weeks). 
Reorder point = Safety stock + (Lead time x Sales during lead time) 

Reorder point = 1,200 widgets + (5 weeks x 160 widgets per week) = 2,000 widgets 


Worldwide will reorder additional widgets when its inventory of widgets falls to 2,000 units. 


3.2.5 Economic Order Quantity 


When managing inventory, there is a trade-off between carrying costs (the costs of holding 
inventory) and ordering costs (the costs of ordering additional inventory). For example, if 
the order quantity is small then carrying costs are low, but inventory must be ordered more 
frequently to meet demand, which increases ordering costs. 


Ordering costs typically represent the costs of labor associated with order placement. The costs 
are driven by order frequency (rather than quantity per order) and they include the costs of 
entering the purchase order, processing the receipt of the inventory, inspecting the inventory to 
ensure that the goods received (typically a sample) are acceptable, and processing of the vendor 
invoice and consequent payment. 


The economic order quantity (EOQ) inventory model attempts to minimize total ordering and 
carrying costs. The model can be applied to the management of any exchangeable good. EOQ 
assumes that demand is known and is constant throughout the year, so EOQ does not consider 
stockout costs, nor does it account for costs of safety stock. EOQ also assumes that carrying 
costs per unit and ordering costs per unit are fixed. 


pe 
C 


Order size (EOQ) 

Annual sales (in units) 

Cost per purchase order 
Annual carrying cost per unit 


AONnm 
toot 


© Becker Professional Education Corporation. All rights reserved. Module 2 B2-21 


Working Capital Management BAR 2 


Example 3 EOQ 


Facts: Maximus Company incurs carrying costs of $50 per unit per month, and each order costs 
the firm $5,625. 


Required: Calculate Maximus' economic order quantity if Maximus goes through 100 units of 
inventory monthly. 


Solution: 
p. [250 
G 
E [2 x 100 x $5,625 
$50 
E = 150 units 


When Maximus orders inventory, it should order 150 units to minimize total ordering costs and 
carrying costs. 


Note: Although the formula calls for annual sales and carrying costs, using monthly sales in the 
numerator and monthly carrying costs in the denominator will produce the same result. 


3.3. Other Inventory Management Issues 


3.3.1 Just-in-Time Inventory Models 


The just-in-time (JIT) inventory model was developed to reduce the lag time between inventory 
arrival and inventory use. JIT ties delivery of components to the speed of the assembly line. 

JIT reduces the need of manufacturers to carry large inventories, but requires a considerable 
degree of coordination between manufacturer and supplier. The benefits of JIT implementation 
include tying production scheduling with demand, more efficient flow of goods between 
warehouses and production, reduced setup time, and greater employee efficiencies. 


3.3.2 Kanban Inventory Control 


Kanban inventory control techniques give visual signals that a component required in 
production must be replenished. This technique prevents oversupply or interruption of the 
entire manufacturing process as the result of lacking a component. 


3.3.3 Computerized Inventory Control 


Computerized inventory control operates by establishing real-time communication links 
between the cashier and the stock room. Every purchase is recognized instantaneously by the 
inventory database, as is every product return. Computers are programmed to alert inventory 
managers as to reorder requirements. In some cases, company databases interface directly with 
supplier software to allow for instantaneous reorders, thereby removing the human element. 
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3.4 Supply Chain Management/Integrated Supply Chain Management 
(ISCM) 


Integrated supply chain management (ISCM) exists when a firm and the entire supply chain 
(suppliers, producers, distributors, retailers, customers, and service providers) are able to 
reasonably predict the expected demand of consumers for a product and then plan accordingly 
to meet that demand. Integrated supply chain management is a collaborative effort between 
buyers and sellers. 


3.4.1 Goal Is to Understand Needs and Preferences of Customers 


The goal of ISCM is to better understand the needs and preferences of customers and cultivate 
the relationship with them. If the actual demand of the customer is met and excess supply does 
not exist in the market, the firm will be able to minimize costs all along the supply chain (e.g., 
raw materials, production, packaging, shipping, etc.). 


3.4.2 Supply Chain Operations Reference (SCOR) Model 


The SCOR model was developed by the Supply Chain Council, which attempted to create a 
generic model for supply chain analysis. The SCOR model assists a firm in mapping out its 
true supply chain and then configuring it to best fit the needs of the firm. There are four key 
management processes or core activities pertaining to SCOR: plan, source, make, and deliver. 


4 Accounts Payable Management 


4.1 Trade Credit 


Trade credit (or accounts payable) generally provides the largest source of short-term credit for 
small firms. Trade credit represents the purchases of goods and services as part of usual and 
customary business transactions for which payment is made 30 to 45 days after acquisition. 


4.2 Accruals 


Accruals represent routine transactions that remain unpaid at the end of an accounting period 
(e.g., wages payable and taxes payable) purely as a result of transaction timing. Accruals are 
another common form of short-term credit. 


4.3 Discounts 


Although extension of payments under trade credit arrangements can be very effective in 
preserving cash balances and financing current operations, the effective annual interest cost 
can be extremely high if discounts are offered and foregone as part of this working capital 
management strategy. 

4.3.1 Calculating Payment Discounts 


The formula for calculating the annual cost (APR) of a quick payment discount (assuming a 
360-day year) follows: 


360 ‘ Discount % 


ARRsOf quickipayimentc iSCOUN (il — i sessseesar gaa ene EET EEN sa = 
Pay period — Discount period 100% — Discount % 
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Example 4 Payment Discounts (APR) 


Facts: Terranova Company's main vendor offers a quick payment discount of 1/10, net 30 
to its customers. 


Required: Assuming a 360-day year, calculate the annual cost to Terranova of not taking 
advantage of the discount. 


Solution: 
360 1% 360 1% 


x = x = 18.2% 
30-10 100% — 1% 20 99% 


4.3.2 Factors Affecting Discount Policy 


As shown in the previous example, there can be a high cost associated with a customer not 
taking advantage of a discount offered by the vendor. The decision whether or not to pay early 
and take the discount depends on several factors, including whether: 


= The company has the cash on hand to pay that particular vendor early. 


= The company wants to preserve its cash position for other purposes (investments, projects, 
maintaining a reserve, etc.). 


=m There is potential to negotiate even more favorable terms with vendors, including greater 
discounts or longer discount periods. 


4.4 Electronic Funds Transfer 


The electronic movement of funds from one institution to another is called electronic funds 
transfer, or EFT. Electronic funds transfer can be used to ensure timely payment. 


4.5 Optimal Vendor Payment Schedule 


Companies need to find an optimal balance between conserving cash and ensuring that vendors 
are paid in a timely manner. If a company is a regular buyer and/or a large volume buyer from 

a particular vendor, it may be able to negotiate more favorable terms in order to either take 
advantage of discounts or extend payment periods. If, for example, the discount period is 

10 days, a company will want to pay on the 10th day. If the overall payment is due in 30 days 
and the discount is not taken, the company should pay on the 30th day. Setting up automatic 
payments to pay vendors at the end of the payment period is ideal, as it allows the company to 
conserve cash as long as it can and still pay in a timely manner. 


Riggs Corp. pays for gas and electricity costs from Lancor, with monthly payments due 
on the 12th of each month. Rather than issuing paper checks from its Accounts Payable 
department, Riggs sets up the payments in its automated bill-pay system such that the 
amount due is automatically wired from Riggs' bank to Lancor on the morning of the 
12th. Setting up the payments in this manner allows Riggs to conserve cash and meet the 
payment deadline without worrying about remembering to issue checks. 
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4.6 Methods to Delay Disbursements 
4.6.1 Defer Payments 


Postponing payment of accounts payable provides a spontaneous source of credit to which 
management can resort if the company is confronted with a short-term cash shortage. 
Communications to creditors that payments will arrive later than usual serve to mitigate possible 
damage to credit ratings. 


4.6.2 Line of Credit 


Establishing a line of credit with a bank serves to slow down payments. A line of credit extends 
the company's trade credit by paying off the company's trade accounts with borrowed funds and 
allowing the company a longer period to pay back that loan to the bank. 


5 Corporate Banking Arrangements 


Debt involves risk, but it also provides management with the funds needed for operations and 
growth. One source of debt is borrowing from banks and other lending institutions that offer 
various forms of credit to companies. 


5.1 Letter of Credit 


A letter of credit represents a third-party guarantee, generally by a bank, of financial obligations 
incurred by the company. Letters of credit represent an external credit enhancement used by a 
company issuing otherwise unsecured debt to enhance its credit or can be required by a creditor 
to ensure payment. 


WUTFUN Toy Company is stocking up for its year-end inventory requirements and seeks 
to issue commercial paper to its suppliers upon delivery of stock. Toy wholesalers expect 
weak sales and are reluctant to accept unsecured debt. WUTFUN arranges for a letter of 
credit to guarantee payment of its indebtedness in order to ensure delivery of inventory. 


5.2 Line of Credit 


A line of credit represents a revolving loan with a bank, or group of banks, that is up to a specific 
dollar maximum amount for a defined term and is renewable upon the maturity date. Any 
outstanding balances under the line of credit reduce the future availability of funds that may 

be drawn by the company under that line. Lines of credit that are drawn represent a loan from 
the bank(s). 


A company may also have a seasonal revolving credit facility that allows additional capital 
availability for a limited time period. Seasonal revolving credit facilities are used by companies 
during periods of high working capital needs. 
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Lacey's Stores Inc. is a soft goods general retailer. Through the first six months of the 
current operating year, the company has been able to cover its operating costs and 
working capital needs through its internal cash flow generation and the issuance of 
commercial paper. As the summer season begins to wind down, the retailer is planning a 
significant buildup of retail inventory for the upcoming holiday season. In order to obtain 
the necessary capital for this working capital expansion, the retailer draws down 80 percent 
of the availability under its master revolving line of credit facility. Several months later, 
Lacey's uses its seasonal revolving line of credit to cover its additional retail inventory 
needs. As the holiday season ends, the retailer pays down all outstanding balances 
under the master revolving credit facility and seasonal revolving line of credit (which is 
subsequently terminated at operating year-end). 


5.3. Borrowing Capacity 


A company's borrowing capacity, or borrowing limit, represents the amount of money in the 
form of credit or loans that a given lender, such as a bank, is willing to extend/lend to the 
company. Financial strength and stability (often summarized in the form of a credit rating) are 
key factors in this determination, as is the collateral a borrower has available to pledge toward 
the borrowed amount. In the event the borrower defaults on its obligation, the collateral is in 
place to protect the lender. Another key factor is the income level (and stability) of the borrower, 
as this will ultimately be the source of repayments to the lender. 


Both lenders and borrowers have to manage their risk, and the borrowing capacity is protection 
for both sides such that the borrower does not take on more debt than it can reasonably 
manage and ultimately pay back. If a lender thinks that the borrower has no capacity to take on 
debt, the borrowing capacity is zero and no money will be lent. 


5.4 Debt Covenants 


Creditors use debt covenants in lending agreements to protect their interests by limiting or 
prohibiting the actions of debtors that might negatively affect the positions of the creditors. 
Covenants contained in a lending agreement may be positive or negative. A positive covenant 
may include the requirement that the issuer provides quarterly financial reporting (information) 
to the investors; a negative covenant may involve a restriction on asset sales for a stipulated 
time frame. When issuing debt instruments, company management should consider the 
potential effect of debt covenants on a firm's solvency, as highly restrictive covenants could 
hinder the company's basic operating decisions. 


5.4.1 Common Debt Covenants 


Debt covenants vary widely. Debt covenants may be positive (specifying something the 
borrower will do) or negative (specifying something the borrower will not do). Common debt 
covenants include: 


= Limitations on issuing additional debt 

= Restrictions on the payment of dividends 

= Limitations on the disposal of certain assets 
rT 


Limitations on how the borrowed money can be used 
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= Minimum working capital requirements 
=m Maintenance of specific financial ratios, including: 
e Maximum debt-to-total-capital ratio (debt ratio) 
e Maximum debt-to-EBITDA ratio (cash flow coverage) 
e Minimum interest coverage ratio (times interest earned) 


= Providing monthly, quarterly, or annual financial statements to bondholders (lenders) 


5.4.2 Violation of Debt Covenants 


When debt covenants are violated, the debtor is in technical default and the creditor can 
demand repayment of the entire principal. Most of the time, concessions are negotiated and 
real default, as opposed to technical default, is avoided. Concessions can result in the violated 
covenant(s) being waived temporarily or permanently. Concessions also can result in a change in 
the interest rate or other terms of the debt. 


6 Financing Decisions and Working Capital 


Companies use a mix of short-term and long-term financing to meet their capital requirements. 
Short-term and long-term financing have different advantages and disadvantages, and different 
effects on working capital. 


6.1 Short-Term Financing 


6.1.1 Characteristics 
Short-term financing is generally classified as current and will mature within one year. 


= Rates: Rates associated with short-term financing tend to be lower than long-term rates and 
presume greater liquidity on the part of the organization using short-term financing. 


= Effect on Working Capital: Short-term financing is classified as a current liability and 
decreases working capital. The extent to which an organization uses short-term financing 
is dependent on both the amount of current assets it maintains and the risk tolerance of 
management. Shorter-term financing strategies require current asset levels to be sufficient 
to meet short-term obligations. 


6.1.2 Advantages 


Increased Profitability: Rapid conversion of operating cycle components (e.g., inventory, 
receivables) into cash in order to meet short-term obligations carries the potential of 
increased profitability (and improved liquidity). 


= Decreased Financing Cost: Short-term interest rates are generally lower than long-term 
interest rates given the shorter duration of the financing instruments. 


6.1.3 Disadvantages 


Increased Interest Rate Risk: Interest rates may abruptly change, and given shorter 
maturities, may require greater financing charges than anticipated on future refinancing. 


= Decreased Capital Availability: Lender evaluation of creditworthiness may change and 
thereby make financing impossible or less favorable by virtue of increased rates and/or less 
favorable terms. 
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6.2 Long-Term Financing 


6.2.1 Characteristics 
Long-term financing is generally classified as non-current and will mature after one year. 


= Rates: Rates associated with long-term financing tend to be higher than short-term rates 
and presume less liquidity on the part of the organization using long-term financing. 


= Effect on Working Capital: Long-term financing is classified as non-current and is not 
included in the calculation of working capital. However, dividend, interest, and principal 
repayments all require cash, which can reduce working capital over time. The extent to 
which an organization uses long-term financing is dependent on both the amount of current 
assets it maintains and the risk tolerance of management. Long-term financing increases 
financial leverage. 


6.2.2 Advantages 


Decreased Interest Rate Risk: For the borrower, long-term financing locks in an interest 
rate over a long period, thereby reducing the exposure to fluctuations in rates. 


= Increased Capital Availability: Securing long-term debt guarantees financing over a long 
period and reduces the company's exposure to any risk that refinancing might be denied or 
modified with less favorable terms. 


6.2.3 Disadvantages 
Decreased Profitability: Higher financing costs reduce profitability. 


= Increased Financing Costs: Long-term debt generally carries a higher interest rate given 
the longer duration of the financing instruments. 


e Interest Rate Risk: Lender's Perspective 


For the lenders, a higher interest rate is charged for longer-term debt because the 
likelihood that interest rates will change over the period of the loan increases as 

the term of the loan increases. Higher financing charges compensate the lender for 
increased interest rate risk. Therefore, the lenders recognize their exposure to interest 
rate risk with long-term financing and charge a premium to the borrower in the form of 
higher rates. 


e Interest Rate Risk: Borrower's Perspective 


The borrowers, on the other hand, lock themselves into a long-term interest rate to 
reduce their exposure to interest rate risk, and pay a premium to do so. 
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Financial Valuation 
Methods 


1 Security Valuation 


1.1. Absolute Value Models 


Absolute value models assign an intrinsic value to an asset based on the present value of its 
future cash flows. Estimates of cash flows are derived and discounted based on interest rates 
applicable to the level of risk and required return associated with the asset and its projected 
cash flows. 


1.1.1. Annuities 


An annuity is a series of equal cash flows to be received over a number of periods. The 
traditional approach to asset valuation is the annuity present value formula, which divides future 
cash flows by a rate of return in order to determine the value of the annuity in today's dollars. 
Annuity payments may occur at the beginning (annuity due) or end (ordinary annuity) of 

the period. 


1.1.2 Perpetuities (Zero Growth Stock) 


When the periodic cash flows paid by an annuity last forever, the annuity is called a perpetuity or 
perpetual annuity. The traditional annuity formula for perpetual cash flow streams is simplified, 
because no duration is known. When a company is expected to pay the same dividend each 
period, the perpetuity formula can be used to determine the value of the company's stock. This 
is the method used to value preferred stock. 


= Per-Share Valuation 


Present value of a perpetuity = Stock value per share = P=D/R 


Terms are defined as follows: 


P = Stock price 
D = Dividend 
R = Required return 


= Assumptions 
e The assumptions must specify the dividend (and assume that it will never change). 


e The assumptions must specify the required return. 
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Example 1 Perpetuities 


Facts: Baker Corporation pays a constant annual dividend per share of $5 per year. Able 
wants to invest in Baker and earn a 20 percent return. 


Required: Calculate the value of Baker's stock. 


Solution: 
P = D/R 
P = $5/20% 
P= bys 


Able should pay $25 for a share of Baker. 


1.1.3. Constant (Gordon) Growth Dividend Discount Model (DDM) 


The dividend discount model (DDM) assumes that dividend payments are the cash flows of an 
equity security and that the intrinsic value of the company's stock is the present value of the 
expected future dividends. If dividends are assumed to grow at a constant rate, the constant 
(Gordon) growth DDM can be used to determine the value of the company's stock. 


= Per-Share Valuation With Assumed Growth 


e Value (Price) of Equity Formula (Dividend Growth Model) 


D,(1 + G) 
(R-G) 


P= 


15 


Terms are defined as follows: 


P. = Current price (price at period "t") 
Di.1) = Dividend one year after period "t" 
R = Required return 

G = (Sustainable) Growth rate 


The candidate may be given the dividend at time = 0 or D,. To determine D, , the 
numerator of the formula becomes: D,(1 + G) 
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Determining the Required Rate of Return (R) 


The capital asset pricing model (CAPM) is often used to determine the required return 
for the DDM model as follows: 


R..= R,+ BIER.) ~ Ry] 


Where: 

R,. = Required rate of return on the (common) equity security 
R, = Risk-free rate of return 

B, = Beta on the security 

E(R_,) = Expected return on market (portfolio) 


Under the CAPM formula, the [E(R_) — R,] term is also known as the equity (market) risk 
premium. 


umptions 


The assumptions must specify (or allow for the calculation of) dividends one year 
beyond the year in which you are determining the price. 


The assumptions must include a required return. 
The assumptions must include a constant growth rate of dividends. 


The formula implies that the stock price will grow at the same rate as the dividend, 
in perpetuity. 


The formula assumes that the required rate of return is greater than the dividend 
growth rate. If this relationship does not hold true, the formula will not work. 


Example 2 Dividend Growth Model 


Facts 


: Baker Corporation pays a current dividend per share of $5 per year and is projected 


to grow at 4 percent per year. Able wants to invest in Baker and earn a 20 percent return. 


Required: Calculate the value of Baker's stock today. 
Solution: 

PB = DL R-G) 

Dewy = $51.04 

Denes seco 

P. = + $5.20/(0.20 - 0.04) 

Poa = 5.207 (0) 116) 

P. = $32.50 


The intrinsic value of Baker's stock today is $32.50. 
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1.1.4 Introduction to Discounted Cash Flow Analysis 


Discounted cash flow (DCF) analysis attempts to determine the intrinsic (true) value of an equity 
security by determining the present value of its expected future cash flows. To apply DCF 
analysis, an analyst takes the following steps: 


=m Choose an appropriate model. 


e — Dividend discount models (DDM) use the stock's expected dividends as the relevant 
cash flows. The Gordon constant growth model is an example of a simple dividend 
discount model. 


e Free cash flow models including free cash flow to the firm (FCFF) and free cash flow to 
equity (FCFE). The free cash flow models discount the cash flow left over by the firm 
after satisfying certain required obligations including working capital needs and fixed 
capital investment. 


e Residual income models represent the income left over after the firm satisfies the 
investor's required return. 


= Forecast the security's cash flows using one of the model approaches above. 


m Select a discount rate methodology. The CAPM is a popular method used to estimate the 
required return for an equity security. 


m= Estimate the discount rate and apply to the appropriate DCF model. 


= Calculate the equity security's intrinsic value and compare to its current market value. 


1.2 Relative Valuation Models 


Relative valuation models use the value of comparable stocks to determine the value of similar 
stocks. Price multiples are useful metrics in relative valuation. 


Price multiples represent ratios of a stock's market price to another measure of fundamental 
value per share. Investors use price multiples to determine if a stock is undervalued, fairly 
valued, or overvalued. 


1.2.1 Price-Earnings (P/E) Ratio 


The P/E ratio is the most widely used multiple when valuing equity securities. The rationale 
for using this measure is that earnings are a key driver of investment value (stock price). This 
multiple is widely used by the investment community and empirical research has shown that 
changes in a company's P/E are tied to the long-run stock performance of that company. 


= Calculating the P/E Ratio 


P/E ratio= P/E, 
Terms are defined as follows: 
P, = Stock price or value today 


E, = EPS expected in one year (next four quarters) 


Note: The above formula is termed the "forward P/E" as the denominator is based on expected 
earnings over the next year or four quarters. 
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= Valuing Equity With the P/E Ratio 


The P/E ratio, once calculated, can be multiplied by anticipated future earnings in order to 
determine the current stock price. It requires that earnings be greater than zero. 


Example 3 P/E Ratio 


Facts: Assume that Baker Corporation has current-year earnings per share of $1.50 and 
anticipates earnings per share in the coming year of $2. 


Required: If the P/E ratio is 7.5x, calculate the expected value of Baker's shares. 


Solution: 
(P,) = (P,/E,)xE, 
(SS 
(2) ile 


The P/E ratio of 7.5x implies that the current stock price should be 7.5x the anticipated 
earnings per share of $2. An investor would expect the current stock price to therefore 
Delos: 


= Trailing vs. Forward P/E 


The numerator in the P/E ratio is unambiguous, as the stock price for publicly traded 
companies is readily available. This is not the case for the denominator of the ratio, as the 
earnings used in the P/E ratio can either be past earnings or expected future earnings. 


When past earnings are used in the P/E ratio, such as earnings for the past four quarters or 
trailing 12-month EPS, the ratio calculated is the trailing P/E. When expected earnings of the 
company next year is used in the denominator, the ratio is the forward P/E. 


The trailing P/E is the preferred calculation method when a company's forecasted earnings 
are unavailable, while the forward P/E is the preferred method when the company's 
historical earnings is not representative of its future earnings. The formula for the trailing 
P/E ratio is as follows: 


Trailing P/E ratio = P,/E, 
Terms are defined as follows: 
P 


0 


E 


0 


Stock price or value today 


EPS for the past year (past four quarters) 


1.2.2 PEG Ratio 


The PEG ratio is a measure that shows the effect of earnings growth on a company's P/E, 
assuming a linear relationship between P/E and growth. Generally, stocks that have lower PEG 
ratios are more attractive to investors than stocks that have higher PEG ratios. 
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= Calculating the PEG Ratio 


PEG = (P,/E,)/G 


Terms are defined as follows: 


P, = Stock price or value today 
E, = Expected EPS 
G = Growth rate = 100 x Expected growth rate 


= Valuing Equity With the PEG Ratio 


The PEG ratio calculates the P/E ratio per unit of growth. The PEG ratio can be multiplied 
by both forecasted future earnings and the growth rate to determine the current price of 
the stock. 


(P,) = PEG x E, xG 

Terms are defined as follows: 

P, = Stock price or value today 

Expected EPS 

Growth rate = 100 x Expected growth rate 


Gq /™ 
Il Il 


Example 4 PEG Ratio 


Facts: Baker wants to use the PEG ratio to estimate the price of its stock. The company's 
PEG ratio is 2.5x and its current earnings per share is $5. The growth rate for earnings is 
anticipated to be 4 percent. 


Required: Calculate the current price of Baker's stock. 


Solution: 
E, = 5.00 x 1.04 = $5.20 
(P,) = PEGxE,xG 
(P,) = 2.5 x $5.20x 4 
(Po 952.00 


1.2.3 Price-to-Sales Ratio 


Similar to the P/E ratio, this price multiple ratio can be used to estimate the current stock price. 
The rationale for using the price-to-sales ratio is that sales are less subject to manipulation than 
earnings or book values; sales are always positive so this multiple can be used even when EPS 
is negative; and this ratio is not as volatile as the P/E ratio, which includes the effect of financial 
and operating leverage. Empirical studies have shown that P/S is an appropriate measure to 
value stocks that are associated with mature or cyclical companies. 
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= Calculating the Price-to-Sales Ratio 


Price-to-sales ratio = P,/S, 
Terms are defined as follows: 
P, = Stock price or value today 


S, = Expected sales in one year 


= Valuing Equity With the Price-to-Sales Ratio 


The value of equity can then be calculated as follows: 


(P= (R/S) =; 


1.2.4 Price-to-Cash-Flow Ratio 


The price-to-cash-flow ratio may also be used to calculate the current stock price. The rationale 
for using this price multiple is that cash flow is harder for companies to manipulate than 
earnings; P/CF is a more stable measure than P/E; and empirical research has shown that 
changes in a company's P/CF ratios over time are positively related to changes in a company's 
long-term stock returns. 


= Calculating the Price-to-Cash-Flow Ratio 


Price-to-cash-flow ratio = P,/CF, 
Terms are defined as follows: 


P, = Stock price or value today 


CF, = Expected cash flow in one year 


= Valuing Equity With the Price-to-Cash-Flow Ratio 


The value of equity can then be calculated as follows: 


(P,) = (P,/CF,) x CF, 


1.2.5 Price-to-Book Ratio 


The price-to-book (P/B) ratio is another price multiple used by analysts that focuses on the 
balance sheet rather than the income statement or statement of cash flows. The rationale 

for using this multiple is that a firm's book value of common equity (assets minus liabilities 

and preferred stock) is more stable than earnings per share, especially when a firm's EPS is 
extremely high or low for a given period. Because P/B is usually positive, this multiple can be 
used even when a firm's EPS is negative or zero. Research indicates that the P/B ratio can explain 
a firm's average stock returns over the long run. 
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= Calculating the P/B Ratio 


Terms are 


0 


0 


B 


= Valuing Equity With the P/B Ratio 


The value of equity can then be calc 


BAR 2 


P/B ratio = P,/B, 


defined as follows: 


Stock price or value today 
Book value of common equity 


ulated as follows: 


(P.) =(F,/ Bo) 5, 


Example 5 Price-to-Book Ratio 


Facts: An analyst assembles the following financial and market data for Bolden 
Corporation's most recent year-end. The analyst projects that the firm's operating cash 
flow will increase 20 percent in the upcoming year. 


Market Data 

Common stock price 
Common shares outstanding 
Financial Data 

Total assets 

Total liabilities 

Preferred stock 

Common stock 

Additional paid-in capital 
Retained earnings 

Total stockholders’ equity 
Cash flow from operations 


$18 
10,000,000 


$250,000,000 
110,000,000 
20,000,000 
25,000,000 
45,000,000 
50,000,000 
140,000,000 
25,000,000 


Required: Using the data shown above, calculate the P/B and P/CF multiples. 


(continued) 
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(continued) 


Solution: 
The P/B multiple for Bolden Corporation's current year is derived as follows: 
1. Determine book value of common equity 
$25,000,000 (CS) + $45,000,000 (APIC) + $50,000,000 (RE) = $120,000,000 
2. Determine book of common equity per share 
$120,000,000 / 10,000,000 shares = $12 
3. Calculate P/B multiple 


P,/B, = $18/$12 
1.5 


Based on the previous data and the analyst's operating cash flow forecast, the P/CF 
multiple is derived as follows: 


1. Determine the firm's expected cash flow per share 
CF, = $25,000,000 x 1.20 = $30,000,000 


i 
CF,/Sh. = $30,000,000/10,000,000 shares = $3 
2. Calculate P/CF multiple 


P,/CF, = $18/$3 
= 6.0 


1.2.6 Assumptions 


The price multiple ratios have similar assumption requirements, each of which can be influenced 
by management behaviors, including: 


m Future earnings 
Future cash flows 
Future sales 


Future growth rate 


The duration of sales, earnings, or cash flow trends 


2 Option Pricing Models 


2.1 Definition of an Option 


An option is a contract that entitles the owner (holder) to buy (call option) or sell (put option) 
a stock (or some other asset) at a given price within a stated period of time. American-style 
options can be exercised at any time prior to their expiration. European-style options can be 
exercised only at the expiration or maturity date of the option. 


© Becker Professional Education Corporation. All rights reserved. Module 3 B2-37 


Financial Valuation Methods BAR 2 


2.2 Valuing Options: The Black-Scholes Model 


Different factors enter into the determination of the value of an option. A commonly used 
method for option valuation is the Black-Scholes model, which is useful for valuing European- 
style options. The calculation is extremely complex and beyond the scope of the CPA Exam. 
However, you do need a high-level understanding of the concepts and assumptions that 
underlie Black-Scholes. Accountants may use this method in valuing stock options when 
accounting for share-based payments. 


Inputs for the Black-Scholes model include the current price of the underlying stock, the option 
exercise (Strike) price, the risk-free rate, the current time until expiration, and a measure of risk 
(volatility). 


2.3. Valuing Options: Binomial Model 


Another option pricing model is the binomial or Cox-Ross-Rubinstein model. The binomial model 
considers the underlying security over a period of time, as compared to the value at one point 

in time under the Black-Scholes model. This model is useful for valuing American-style options, 
which can be exercised over a period of time. The math for this approach is beyond the scope of 
the CPA exam. 


The assumptions of the binomial model are a perfectly efficient stock market and underlying 
security price movement up/down at certain points in time (called nodes). The result is a tree 
diagram showing possible option values at the individual nodes. 


3. Valuing Debt Instruments 


The value of a bond is equal to the present value of its future cash flows (which consist of 
interest payments and the principal payment at maturity). The cash flows may be discounted 
using a single interest rate or multiple interest rates aligned with the degree of risk for each 
cash flow. 


Bonds paying a fixed coupon rate equal to the market rate for comparable bonds are issued at 
par (face) value. If a bond's coupon rate at issuance is less (more) than the market rate, the bond 
will be issued at a discount (premium). As market interest rates change, the market value of the 
bond will also change. For fixed-rate bonds, when market interest rates rise the market value of 
the bond falls, and vice versa. 


Example 6 Debt Instruments 


Facts: A $1,000 face value bond maturing in three years pays annual interest of 4 percent. 
Required: Calculate the bond's price if the market rate at the time of issuance is 5 percent. 


Solution: Because the bond pays a lower coupon rate than market rate, it will be issued at 
a discount to par. The calculation for the bond's price is as follows: 


Year 1 payment: 40 / 1.05 = $38.10 

Year 2 payment: 40 / (1.05)? = $36.28 

Year 3 payment: (40 + 1,000) / (1.05)? = $898.39 
Total value: $38.10 + $36.28 + $898.39 = $972.77 
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4 Valuing Tangible Assets 


Fixed assets represent the property (land), plant (buildings), and equipment (PP &E) held by a 
company to provide the infrastructure needed to support operations. GAAP dictates how PP&E 
is reported on the balance sheet; the actual value of these assets can be determined using the 
following methods: 


4.1 Cost Method 


The value of the assets is based on the original cost paid to acquire the asset. Adjustments may 
be made for depreciation in order to reduce the value of the asset to reflect current utility. 


4.2 Market Value Method 


This method requires that similar assets be available in the marketplace in order to find a 
comparable value. Two iterations of the market value method are the replacement cost method 
(what it would cost to replace the valued asset) and the net realizable value method (the price at 
which the asset could be sold in the marketplace, reduced by any costs associated with selling 
the asset). 


A company is assessing the value of the equipment at its headquarters. Using the market 
value method, the company determines that it would cost $6,200,000 today to replace all of 
its equipment. The company also determines that selling its equipment in the marketplace 
would generate $5,900,000 after accounting for selling/disposal costs. Either value may be 
used as a reasonable proxy for market value. 


4.3. Appraisal Method 


Under this method, a professional appraiser determines the value of the asset, assuming that 
the company can find an appraiser with knowledge and experience working with the specific 
asset(s) in question. 


4.4 Liquidation Value 


If the asset had to be sold today, the liquidation value represents the amount that the company 
would get upon sale assuming that there is an active market for the asset. 


© Becker Professional Education Corporation. All rights reserved. Module 3 B2-39 


Financial Valuation Methods BAR 2 


5 Valuing Intangible Assets 


Intangible assets do not have a physical form, but like any asset, they provide probable 

future economic benefit to the entity that owns them. Intangible assets include patents, 
trademarks, intellectual property, copyrights, etc. The following methods may be used to value 
intangible assets. 


5.1 Market Approach 


This approach requires that actual arm's-length transactions (sales, transfers, licenses) in similar 
markets be used as a reference for the asset to be valued. Although this is a preferred approach 
to valuation, the unique nature of individual intangible assets and relative trading infrequency 
present challenges. 


A company has a patent in its intangibles portfolio that it is looking to monetize. In looking 
at recent transactions for comparable patent sales, the company discovers four within the 
last couple of years. 


e Sale 1: $18.5 million e Sale 3: $16.8 million 
e Sale 2: $16.2 million e Sale 4: $15.1 million 


The company will look to assign a value within a range of $15.1 million to $18.5 million, 
perhaps using the median value of $16.5 million; or, the company may identify the 
transaction involving the asset that is closest to the nature of the patent the company is 
looking to sell and use that value. 


5.2. Income Approach 


Using this approach, future expected cash flows over the estimated useful life of the intangible 
asset are discounted to present value using discount rates reflecting the level of risk (including 
asset risk, industry risk, and market risk) associated with the income stream. 


Eagle Road Enterprises owns a patent that is expected to generate $4 million each year for 
the next 10 years. Using a discount rate of 5.5 percent and a discounting factor of 7.5376, 
the patent is worth $30.15 million today ($4 million x 7.5376 = $30.15 million). 


5.3. Cost Approach 


When there are no similar assets or transactions involving similar assets, and no reasonable 
estimates of future income, the cost approach can be used. Iterations of the cost approach 
include replacement cost (expenses required to create a similar asset) and reproduction 
cost (the expenses needed to reproduce the same asset). Costs incorporated will include 
materials, labor, overhead, legal and other fees, development costs, production costs, and 
opportunity costs. 
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Alpine Inc. looks to establish a value for the copyrights in its intangible asset portfolio. 
Using a valuation date of today, Alpine determines the following values for the costs 
associated with reproducing the same copyrights: 


e Labor: $15,000 ° Development costs: $16,000 
e Materials: $9,000 e Production costs: $13,000 
© Overhead: $11,000 e Opportunity costs: $26,000 


e Legal and other fees: $22,000 e Total cost: $112,000 


6 Valuation Using Accounting Estimates 


Certain financial statement line items are valued using accounting estimates. For example: 
= Accounts receivable is presented net of an allowance for uncollectible accounts. 


= Inventory is reported at the lower of cost or market, or lower of cost and net realizable 
value, including write-downs of obsolete inventory. 


=m Fixed assets are offset by accumulated depreciation. 
= Contingent liabilities are based on the best estimate of probable future losses. 


6.1 Preparing Accounting Estimates 
When preparing accounting estimates, management must consider the following data and factors: 


= Historical Information: GAAP requires that the allowance for uncollectible accounts be 
estimated using historical information regarding the collectibility of a company's receivables 
from its customers. Historical patterns of fixed-asset usage may be used to justify the 
method used to depreciate fixed assets. 


= Market Information: Information on the current value of inventory items should be used 
to determine the lower of cost or market and lower of cost and net realizable value, and 
should also be used to determine whether inventory should be written down or written off 
due to obsolescence. 


=m Expected Usage: Depreciation methods may be based on expected patterns of 
fixed-asset usage. 


= Estimates From Experts: Attorneys are often used to provide estimates of probable future 
losses on pending or threatened litigation. 


6.2 Review and Approval of Accounting Estimates 


Accounting estimates should be supported by documentation that shows the assumptions and 
calculations upon which the estimates are based. Management should regularly review the 
support for material accounting estimates and should approve each estimate when reviewed. 


Companies that use accounting estimates should expect their auditors to closely scrutinize the 
assumptions and support underlying the estimates. Auditors expect accounting estimates to 
be reasonable and look closely at any information that contradicts the assumptions made by 
management when preparing the estimates. 
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7 Fair Value Measurement 


7.1 Fair Value Terminology 


Fair value is the price that would be received to sell an asset or paid to transfer a liability in an 
orderly transaction between market participants in the principal (or most advantageous) market 
at the measurement date under current market conditions. 


7.1.1 Orderly Transaction 


An orderly transaction is one in which the asset or liability is exposed to the market, for a period 
before the measurement date, long enough to allow for marketing activities that are usual and 
customary for transactions involving such assets or liabilities. An orderly transaction cannot be a 
forced transaction. 


7.1.2 Market Participants 


Market participants are buyers and sellers who are independent (not related parties), 
knowledgeable about the asset or liability, able to transact for the asset or liability, and willing to 
transact for the asset or liability. They are considered to be acting in their economic best interest. 


7.1.3 Principal Market 


The principal market is the market with the greatest volume or level of activity for the asset or 

liability. If there is a principal market for an asset or liability, the price in that market will be the 
fair value measurement, even if there is a more advantageous price in a different market. The 

reporting entity must have access to the principal market at the measurement date. 


7.1.4 Most Advantageous Market 


The most advantageous market is the market with the best price for the asset (maximizes selling 
price of the asset) or liability (minimizes payment to transfer liability), after considering transaction 
costs. Note that although transactions costs are used to determine the most advantageous 
market, transaction costs are not included in the final fair value measurement (see the example 
below). The price in the most advantageous market will be the fair value measurement only if 
there is no principal market. 


Example 7 Most Advantageous Market 


Facts: 


© Gearty Inc. holds Foxy Co. stock, which trades on two exchanges (Gearty Inc. can access 
both the New York and London markets). 


e The stock price and transaction costs at the measurement date are as follows: 


Exchange Quoted Stock Price Transactions Costs Net 
New York $52 $6 $46 
London 50 2 48 


Required: Determine the fair value of Foxy stock if New York is the principal market, if 
London is the principal market, and if there is no principal market. 


(continued) 
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(continued) 


Solution: 
If New York is the principal market = $52 
If London is the principal market = $50 
If no principal market, with London's price (net of transaction costs) 
having the most advantageous result = $50 


7.1.5 Highest and Best Use—Nonfinancial Assets 


The fair value measurement of a nonfinancial asset takes into account the market participant's 
ability to generate economic benefits by using the asset in its highest and best use or by selling it 
to another market participant that would use the asset in its highest and best use. 


A reporting entity's current use of a nonfinancial asset is presumed to be its highest and best use, 
unless market or other factors suggest that a different use by market participants would maximize 
the value of the asset. The highest and best use of a nonfinancial asset may be to use the asset in 
combination with other assets, with other assets and liabilities, or on a stand-alone basis. 


7.1.6 Highest and Best Use—Liabilities and Financial Assets 


The highest and best use concept is not relevant when measuring the fair value of financial 
assets or the fair value of liabilities because such items do not have alternative uses and their 
fair values do not depend on their use within a group of other assets or liabilities. 


As part of a business combination, a reporting entity acquires land that is currently the site 
of a factory. Similar sites in the area were recently developed for other purposes, including 
residential and retail space. The highest and best use of the land would be determined by 
comparing both of the following: 


e The value of the land as currently developed for industrial use (value of the land plus the 
value of the assets/liabilities related to the land, such as the building cost, debt on the 
land/building, etc.). 


e The value of the land as a vacant site for residential or retail use. The cost of tearing 
down the factory and any related costs must be considered, as well as any uncertainty in 
converting the land to a vacant site for residential or retail space. 


Fair value will be determined based on whichever use results in the highest value. 


7.2 Fair Value Measurement Framework 


U.S. GAAP has established a framework for measuring fair value. This framework for measuring 
fair value (i) outlines the va/uation techniques that can be used to measure fair value, and 
(ii) establishes a hierarchy of the inputs that can be used in these valuation techniques. 
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7.2.1 Valuation Techniques 


Entities can use the market approach, the income approach, the cost approach, or a 
combination of these, as appropriate, when measuring the fair value of an asset or a liability. 
The valuation technique should be appropriate to the circumstances and should maximize the 
use of observable inputs and minimize the use of unobservable inputs. A change in valuation 
technique or its application is accounted for as a change in accounting estimate (which is 
accounted for prospectively). 


= Market Approach 


The market approach uses prices and other relevant information from market transactions 
involving identical or comparable assets or liabilities to measure fair value. 


= Income Approach 


The income approach converts future amounts, including cash flows or earnings, to a single 
discounted amount to measure fair value. This method can be applied to assets or liabilities. 


= Cost Approach 


The cost approach uses current replacement cost to measure the fair value of assets. 


7.2.2. Hierarchy of Inputs 


The fair value hierarchy prioritizes the inputs that can be used in the valuation techniques described 
above. Level 1 inputs have the highest priority, and Level 3 inputs have the lowest priority. The level 
in the fair value hierarchy in which a fair value measurement falls is determined by the lowest level 
input that is significant to the fair value measurement. Valuation techniques should maximize the 
use of observable inputs (Level 1 and Level 2) and minimize the use of unobservable inputs (Level 3). 


= Level 1 Inputs 


Level 7 inputs are quoted prices in active markets for identical assets or liabilities that the 
reporting entity has access to on the measurement date. Quoted prices may be obtained 
from exchange markets (NYSE), dealer markets, brokered markets and principal-to-principal 
markets. Level 1 inputs are the most reliable measures of fair value and should be used 
when available. 


= Level 2 Inputs 


Level 2 inputs are inputs other than quoted market prices (Level 1) that are directly or 
indirectly observable for the asset or liability. Level 2 inputs include: 


e Quoted prices for similar assets or liabilities in active markets. 
e Quoted prices for identical or similar assets in markets that are not active. 


© Quoted prices for identical liabilities when traded as assets, if adjustments to the 
quoted market price of the assets are required. 


e Quoted prices for similar liabilities when traded as assets. 
e Inputs other than quoted prices that are observable for the asset or liability. 
e Inputs that are derived from or corroborated by observable market data. 

= Level 3 Inputs 


Level 3 inputs are unobservable inputs for the asset or liability. Unobservable inputs reflect 

the reporting entity's assumptions and should be based on the best available information. 

Level 3 inputs should be used only when there are no observable (Level 1 or Level 2) inputs 
or when undue cost and effort is required to obtain observable inputs. 
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1 ‘Cash Flows Related to Capital Budgeting 


Capital budgeting is a process for evaluating and selecting the long-term investment projects 
of the firm. Proper capital budgeting is crucial to the success of an organization. The amount 
of cash the company takes in and pays out for an investment affects the amount of cash the 
company has available for operations and other activities of the company. 


1.1. Cash Flow Effects 
1.1.1 Direct Effect 


When a company pays out cash, receives cash, or makes a cash commitment that is directly 
related to the capital investment, that effect is termed the direct effect. It has an immediate 
effect on the amount of cash available. 


1.1.2 Indirect Effect 


Transactions which are indirectly associated with a capital project or which represent noncash 
activity that produces cash benefits or obligations are termed indirect cash flow effects. 


Depreciation is a noncash expense taken as a tax deduction. Depreciation reduces the 
amount of taxable income and, consequently, the related taxes. The reduced tax bill 
resulting from increased depreciation expense associated with a new project decreases 
the cash paid out. This type of effect is termed an indirect effect (or tax effect) of 

capital budgeting. 


1.1.3 Net Effect 
The total of the direct and indirect effects of cash flows from a capital investment is called the 
net effect. 


1.2 Stages of Cash Flows 


Cash flows exist throughout the life cycle of a capital investment project. Cash flows are 
categorized in three general stages. 


1.2.1 Inception of the Project (Time Period Zero) 


Both direct cash flow effects (the acquisition cost of the asset) and indirect cash flow effects 
(working capital requirements or disposal of the replaced asset) occur at the time of the initial 
investment. The initial cash outlay for the project is often the largest amount of cash outflow of 
the investment's life. 
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= Working Capital Requirements: Working capital is defined as current assets minus current 
liabilities. When a capital project is implemented, the firm may need to increase working 
capital to ensure the success of the project. 


e This is treated as an indirect cash outflow that is recognized at the inception of the 
project because part of the working capital of the organization will be allocated to the 
investment project and will be unavailable for other uses in the organization. Once the 
project is completed, any unused funds are treated as an indirect cash inflow at the end 
of the project's life. 


= Disposal of the Replaced Asset 


e Asset Abandonment: If the replaced asset is abandoned, the remaining book value 
(for tax purposes) is deductible as a tax loss. This tax liability decrease is considered a 
reduction of the new asset's initial investment. 


e Asset Sale: If a new asset acquisition requires the sale of old assets, the cash received 
from the sale of the old asset reduces the new investment's value. The amount of 
income tax paid on a gain on a sale is treated as a reduction of the sales price (which 
increases the initial expenditure). Conversely, a reduction in tax resulting from a loss on 
a sale is treated as a reduction of the new investment. 


1.2.2 Operations 


The ongoing operations of the project will affect both direct and indirect cash flows of 
the company. 


=m The cash flows generated from the operations of the asset occur on a regular basis. 
These cash flows may be the same amount every year (an annuity) or may differ. 


= Depreciation tax shields create ongoing indirect cash flow effects. 


1.2.3 Disposal of the Project 
Disposal of the investment at the end of the project produces direct or indirect cash flows. 


= Ifthe asset is sold, there is a direct effect for the cash inflow created on the sale and an 
indirect effect for the taxes due (in the case of a gain) or saved (in the case of a loss). 


= Certain direct expenses may be incurred for the disposal (e.g., severance pay). 


m= Ifthe asset is scrapped or donated, there may be a tax savings (an indirect effect) if the net 
tax basis is greater than zero (i.e., the asset has not been fully depreciated). 


=m There may be indirect effects associated with changes in the amount of working capital 
committed once the project is disposed of (e.g., employees who worked on the project may 
no longer be needed). A working capital commitment that was recognized as an indirect 
cash outflow at the inception of a project is recognized as an indirect cash inflow at the end 
of the project when the working capital commitment is released. 


1.3. Calculation of Pretax and After-Tax Cash Flows 


1.3.1. Pretax Cash Flows 


The traditional computation of an asset's value is based on the cash flows it generates. Thus an 
investment's value is often based on the present value of the future cash flows that investors 
expect to receive from the investment. Larger cash outflows than inflows may indicate that a 
project is unprofitable. 


B2-46 Module 4 © Becker Professional Education Corporation. All rights reserved. 


BAR 2 Financial Decision Models 


1.3.2 After-Tax Cash Flows 


After-tax cash flows are relevant to capital budgeting decisions and are computed using either of 
the following methods. Operating cash flow differs from net income because noncash expenses 
like depreciation must be added-back to net income to get to cash flow. 


Compute after-tax cash flows based on the following facts: 


Annual cash inflows $40,000 


Depreciation 10,000 
Tax rate 40% 
Transaction Data Method 1 Method 2 
Cash inflows $40,000 x (11-40%) = $24,000 
Depreciation 10,000 x 40% = + 4,000 
Pretax income 30,000 $28,000 
Tax rate (12,000) 
Net income $ 18,000 
After-Tax Cash Flows 
Cash inflows $ 40,000 
Taxes (12,000) 
After-Tax Cash Flows $ 28,000 


Example 1 Cash Flows for Capital Budgeting 


Facts: The divisional management of Carlin Company has proposed the purchase of a new 
machine that will improve the efficiency of the operations in the company's manufacturing 
plant. The purchase price of the machine is $425,000. Costs associated with putting the 
machine into service include $10,000 for shipping, $15,000 for installation, and $6,000 for 
the initial training. 


Carlin expects the machine to last six years and to have an estimated salvage value of 
$7,000. The machine is expected to produce 4,000 units a year with an expected selling 
price of $800 per unit and prime costs (direct materials and direct labor) of $750 per unit. 


Tax depreciation will be computed under the accelerated straight-line rules (not MACRS) 
for five-year property with no consideration for salvage value (i.e., the entire asset amount 
capitalized will be depreciated). Carlin has a marginal tax rate of 40 percent. 


(continued) 
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(continued) 

Required: Calculate cash flows at the beginning of the first year (Year 0), for Years 1-5, and 
for Year 6, which is the final year. 

Solution: Cash flow at the beginning of the first year for capital budgeting analysis 


The net cash outflow at the beginning of the first year is calculated as follows: 


Initial investment $(425,000) 
Shipping (10,000) 
Installation (15,000) 
Training 6,000) 
Total $(456,000) [Outflow] 
Sample year: Net cash flow for Years 1-5 for capital budgeting analysis 
Net cash flow from sales $ 200,000 [4,000 x ($800 — $750)] 
Less: taxes on net sales (80,000) [$200,000 x 0.40] 
Add: net indirect effect of 

depreciation on machine 36,480 [($456,000 / 5) x 0.40] 
Total $ 156,480 [Inflow] 
Net cash flow for the final year (Year 6) for capital budgeting analysis 
Net cash flow from sales $200,000 [per above] 
Less: taxes on net sales (80,000) [per above] 
Add: net indirect effect of 

depreciation on machine -0- No depreciation in Year 6 
Salvage value 4,200 [$7,000 gain x 0.60, which is net of tax] 
Total $ 124,200 [Inflow] 


2 Discounted Cash Flow (DCF) 


2.1 Objective and Components of Discounted Cash Flow 
as Used in Capital Budgeting 


The objective of the discounted cash flow (DCF) method is to focus the attention of management 
on relevant cash flows appropriately discounted to present value. The rate used to discount 
future cash flows may be set by management using several different approaches. Management 
may use a weighted average cost of capital (WACC) method, a specific target rate assigned 

to new projects, or a rate that relates to the risk specific to the proposed project. Discounted 
cash flow methods frequently use a single interest rate assumption, which is often unrealistic 
because, over time, as management evaluates its alternatives, actual interest rates or risks 

may fluctuate. 
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3. =Net Present Value Method (NPV) 


3.1 Objective 


The objective of the net present value method is to focus decision makers on the initial 
investment amount that is required to purchase (or invest in) a capital asset that will yield 
returns in an amount in excess of a management-designated hurdle rate. 


NPV requires managers to evaluate the dollar amount of return rather than either percentages 
of return (as with the internal rate of return method) or years to recover principal (as with the 
payback methods) as a basis for screening investments. 


3.2 Calculation of Net Present Value 


Net present value is calculated as follows: 


1. Estimate all direct and indirect after-tax cash flows (both inflows and outflows) related to 
the investment, accounting for the depreciation tax shield but ignoring financing costs 
already captured through the discounting process. 


2. Discount all cash flows (inflows and outflows) to present value using the appropriate 
discount factor based on the hurdle rate and the timing of the cash flows. 


3. Compare the present values of the inflows and outflows. 


Va Pass Key 


Discounted cash flow is the basis for net present value methods: 


= Step 1: Calculate after-tax cash flows = Annual net cash flow x (1 - Tax rate) 
= Step 2: Add depreciation benefit = Depreciation x Tax rate 


= Step 3: Multiply result by appropriate present value of an annuity (assuming cash 
flows are an annuity) 


= Step 4: Subtract initial cash outflow 


Result: Net present value 


3.3. Interpreting the NPV Method 


The investment decision is based on whether the net present value is positive or negative. Note 
that if the net present value is equal to zero, management would be indifferent about accepting 
or rejecting the project. NPV is the theoretical dollar change in the market value of the firm's 
equity due to the project. 


3.3.1 Positive Result = Make Investment 


If the result is positive (greater than zero), the rate of return for the project is greater than the 
hurdle rate (the discount percentage rate used in the net present value calculation) and the 
investment should be made. If the company has unlimited funds, all projects with a net present 
value greater than zero should be accepted. Project ranking and acceptance techniques in 
circumstances involving limited capital are described below. 


© Becker Professional Education Corporation. All rights reserved. Module 4 B2-49 


Financial Decision Models BAR 2 


3.3.2 Negative Result = Do Not Make Investment 


If the result is negative (less than zero), the rate of return for the project is less than the hurdle 
rate and the investment should not be made because it does not meet management's minimum 
rate of return. A negative NPV means that the internal rate of return on the investment is less 
than management's hurdle rate for the project. 


3.4 Interest Rate Adjustments for Required Return 


Net present value analysis may incorporate many types of hurdle rates, such as the cost of 
capital (the average rate of return demanded by investors), the interest rate of the opportunity 
cost, or some other minimum required rate of return. All rates are determined by management. 


3.4.1 Adjustments to Rate 


Rates may be modified (generally increased) to adjust for risk and inflation. A higher hurdle rate 
discounts future cash flows more, creating a smaller present value and making it more difficult 
to accept a project. A higher hurdle rate and/or increased future cash flows can be used to 
adjust for high inflation. 


3.4.2 Differing Rates 


Different rates may be used for different time periods using the NPV method. For example, 12 
percent might be the rate for the first three years, and 15 percent (which reflects a greater risk) might 
be the rate for subsequent years. If the NPV is greater than zero, the project will be acceptable. 


Ua Pass Key 


The NPV method of capital investment valuation is considered to be superior to the 
internal rate of return (IRR) method because it is flexible enough to handle inconsistent 
rates of return for each year of the project. 


3.4.3. Discount Rate Applied to Qualitatively Desirable or Non-optional Investments 


A project that meets qualitative management criteria for investment (e.g., mandated technology 
investments) is subject to financing, rather than capital budgeting, considerations. In this case, 
the discount rate used for NPV evaluation should be the after-tax cost of borrowing, sometimes 
called the incremental borrowing rate. 


Example 2 Net Present Value 


Facts: McLean Inc. is considering the purchase of a new machine, which will cost $150,000. 
The machine has an estimated useful life of three years. Assume for simplicity that the 
equipment will be fully depreciated for tax purposes 30 percent, 40 percent, and 30 percent 
in each of the three years, respectively. The new machine will have a $10,000 resale value at 
the end of its estimated useful life. The machine is expected to save the company $85,000 
per year in operating expenses. McLean uses a 40 percent estimated income tax rate and a 
16 percent hurdle rate to evaluate capital projects. 


(continued) 
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(continued) 


Discount rates for a 16 percent rate are as follows: 


Present Value of 


Present Value of $1 an Ordinary Annuity of $1 
Year 1 0.862 0.862 
Year 2 0.743 1.605 
Year 3 0.641 2.246 


Required: Calculate the net present value of the proposed purchase of the new machine. 
Solution: 


1. Annual Depreciation Shield 
First, calculate the annual depreciation tax shield as follows (Depreciation x Tax rate): 


Years 1 and 3 Year 2 
Cost of asset $150,000 $150,000 
Depreciation % x 30% x 40% 
Annual depreciation $ 45,000 $ 60,000 
Tax rate x 40% x 40% 
Tax shield $ 18,000 $ 24,000 


2. Annual Savings 
Calculate the after-tax annual savings as follows [Savings x (1 — Tax rate)]: 


Annual savings = $85,000 [savings per year] x (1 — 0.40) 
Annual savings = $85,000 x 0.60 
Annual savings = $51,000 
3. Salvage Value Inflow 
Calculate the salvage value inflow as follows: 


Proceeds from salvage $10,000 


Less: Basis of machine — [fully depreciated] 
Gain on salvage $10,000 

Less: Taxes (4,000) [$10,000 x 40%] 
Cash inflow $ 6,000 [$10,000 x (1 - 0.40)] 


4. Net Present Value Schedule and Calculation 
Year 0 Year 1 Year 2 Year 3 


Equipment cost $(150,000) 

Depreciation tax shield $18,000 $24,000 $18,000 [from 1, above] 
Annual savings 51,000 51,000 51,000 [from 2, above] 
Salvage value inflow 6,000 [from 3, above] 
After-tax cash flow (150,000) 69,000 75,000 75,000 

Discount rate x 1.000 x 0.862 x 0.743 x 0.641 

Present value (150,000) 59,478 55,725 48,075 = $13,278 
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3.5 Advantages and Limitations of the Net Present Value Method 


While the net present value method is the best technique to use for capital budgeting and 
can be used when there is no constant rate of return required each year, it is limited by not 
providing the true rate of return on the project. 


3.6 Capital Rationing 


The concept of capital rationing describes how limited investment resources are considered as 
part of investment ranking and selection decisions. 


3.6.1 Unlimited Capital 


With unlimited capital, a company will pursue all projects with a positive NPV. 


3.6.2 Limited Capital 


In amuch more realistic situation, capital is limited and managers will allocate capital to the 
combination of projects with the maximum net present value. 


3.7. Profitability Index 


The profitability index is the ratio of the present value of net future cash inflows to the present 
value of the net initial investment. The profitability index is also referred to as the excess present 
value index, or simply the present value index. Ranking and selection of investment alternatives 
anticipate positive net present values for all successfully screened investments. The profitability 
ratio likely will be over 1.0, which means that the present value of the inflows is greater than the 
present value of the outflows. 


Present value of cash flows 


Profitability index. =) = 
Cost (present value) of initial investment 


3.7.1. Application 


The profitability index measures cash-flow return per dollar invested; the higher the profitability 
index, the more desirable the project. Projects that meet the screening criteria (e.g., positive 
NPV) are ranked in descending order by their profitability index. Limited capital resources are 
applied in the order of the index until resources are either exhausted or the investment required 
by the next project exceeds remaining resources. 
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Example 3 Capital Rationing 


Facts: Beaman Enterprises has $50,000 of capital to invest in new projects for the 
coming fiscal year. The company must decide which projects to invest in given its budget 
constraints. The chart below shows the initial cost of the five investment options, along 
with the calculated present value of the future cash inflows. 


Project Initial Investment PV Future Inflows 


A $16,000 $25,000 
B 4,000 7,000 
C 30,000 38,000 
D 8,000 11,000 
E 25,000 42,000 


Required: Rank the investments using the profitability index and determine which project 
options Beaman should choose to pursue. 


Solution: The first step is to calculate the profitability index for each project, which is done 
by dividing the present value of future inflows by the present value of the initial investment. 


Project PV Future Inflows Initial Investment Profitability Index 
A $25,000 $16,000 1.5625 
B 7,000 4,000 1S 
C 38,000 30,000 i267 
D 11,000 8,000 1375 
lz 42,000 25,000 1.68 


The second step is to rank the projects from highest profitability index to lowest. The order 
would then be: Projects B, E, A, D, C. 


The third and final step is to add the initial investments until the company's $50,000 
threshold is reached. 


B+E+A= $4,000 + $25,000 + $16,000 = $45,000 


The next best project, which is D, would cost Beaman $8,000 and would push the company 
over the threshold of $50,000. Therefore, the projects Beaman will choose are projects 
B, E, and A. 
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4 Application of NPV: Lease-versus-Buy Decisions 


4.1 Thelssue 


A company may acquire an asset by purchasing the asset or through a leasing arrangement. The 
two main types of leases are finance leases and operating leases. 


The important issue for financial decision-making is the cash flows created by a lease, as 
compared with purchasing the asset. 


4.2 Decision Making 


TWO DECISIONS 


1. Investment Decision 2. Financing Decision 


Does the asset give Is it cheaper to 
operational benefits? buy or lease? 


Focus on the relative 
benefits of tax-allowable 
depreciation from buying 

versus the tax savings from 

the lease payments. 


Focus on the NPV of 
the after-tax operating 
cash inflows. 


Discount cash flows using 
a rate which reflects the 
operating risk of investment 
(e.g., average cost of capital) 


Discount these cash 
outflows using the after-tax 
cost of debt. 


4.2.1. Investment Decision 


= Discount the after-tax operating cash inflows at the firm's weighted average cost of 
capital (WACC). 
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4.2.2 Financing Decision 
= Discount the cash flows specific to each financing option at the after-tax cost of debt. 
=m The preferred financing option is that with the lowest NPV of cost. 
= The relevant cash flows to consider include: 
e Buy asset 
— Purchase cost 
—Tax savings from depreciation 
— Scrap proceeds 
e Lease asset 
— Lease payments 
—Tax savings on lease payments 


Lo Pass Key 


If the PV of the cost of the best source of financing is less than the PV of the operating cash 
flows, then the project should be undertaken. 


Example 4 Lease or Buy 


Facts: Boulder Inc. is considering the acquisition of a new machine, either through an 
operating lease or by purchasing the asset. 


The asset will cost $200,000 on January 1, Year 1, and will have a scrap value of $25,000 at 
the end of Year 2. 


Operating inflows are $150,000 for two years. 
The tax rate is 30 percent and the company's weighted average cost of capital is 9 percent. 


The machine is fully depreciated on a straight-line basis over two years for both book and 
tax purposes. 


Boulder's financing options for the asset are: 

e using a bank loan at a 10 percent interest rate; or 

e leasing for $92,500 a year, with lease payments due on January 1 of each year. 
Relevant PV factors include the following: 


PV of ordinary annuity at 9% 1.752) 
PV of annuity due at 7% 1835 

PV of $1 at 7% 
Year 1 0.935 
Year 2 0.873 


(continued) 
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(continued) 


Required: 
1. Determine the operational benefit of the project. 
2. Determine how the project should be financed. 
3. Determine the NPV of the investment. 
Solution: 
1. Operational Benefit 
PV of annual after-tax cash inflow = [$150,000 x (1 - 30%)] x 1.759 
PV of annual after-tax cash inflow = $105,000 x 1.759 = $184,695 
2. Financing Decision 
After-tax cost of debt = 10% x (1 - 30%) = 7% 
a. Borrow and buy asset 
Annual depreciation tax shield = $100,000 x 30% = $30,000 
After-tax cash inflow from scrap = $25,000 x (1 - 30%) = $17,500 
Year 0 Year 1 Year 2 
Cost of machine $(200,000) 
Depreciation tax shield $30,000 $30,000 
Scrap - = 17,500 
After-tax cash flow (200,000) 30,000 47,500 
Discount rate 1 0.935 0.873 
Present value $(200,000) $28,050 $41,468 = $(130,483) 
b. Operating lease 
PV of annual after-tax cash outflow = [$92,500 x (1 - 30%)] x 1.935 
PV of annual after-tax cash outflow = $64,750 x 1.935 = $(125,291) 
Project should be financed using the operating lease because the NPV of the cost 
is lower. 
3. Net Present Value 
PV of operating inflows $184,695 
PV of lease financing (125,291) 
Net present value $ 59,404 
4.3 Effect on the Financial Statements 


Financial accounting and ratio implications must be considered when making a lease-versus- 
buy decision. A purchase financed by debt will increase the debt-to-equity ratio and reduce the 
interest coverage ratio. Leasing will generally have a similar effect, although operating leases do 
not isolate interest expense like finance leases. Regardless of the financing decision, the hope is 
that the company will generate enough profits to offset the negative impacts on financial ratios. 
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5 Internal Rate of Return (IRR) 


The internal rate of return (IRR) is the expected rate of return of a project and is sometimes 
called the time-adjusted rate of return. 


5.1 Objective 


The IRR method determines the present value factor (and related interest rate) that yields an 
NPV equal to zero. (The present value of the after-tax net cash flows equals the initial investment 
on the project.) 


The IRR method focuses the decision maker on the discount rate at which the present value of 
the cash inflows equals the present value of the cash outflows (usually the initial investment). 


a Pass Key 


Although the NPV method highlights dollar amounts, the IRR method focuses decision 
makers on percentages. 


5.2 Interpreting IRR for Investment Decisions 


The targeted rate of return or hurdle rate is predetermined and is compared with the computed 
IRR. Note that management would be indifferent about accepting or rejecting the project if the 
IRR were equal to the hurdle rate. 


= Accept When IRR > Hurdle Rate: Projects with an IRR greater than the hurdle rate 
will be accepted. 


= Reject When IRR < Hurdle Rate: Projects with an IRR less than the hurdle rate will be rejected. 


5.3 Limitations of IRR 


5.3.1 Unreasonable Reinvestment Assumption 


Cash flows generated by the investment are assumed in the IRR analysis to be reinvested at 
the internal rate of return. If internal rates of return are unrealistically high or unrealistically 
low, assumed returns on reinvested cash flows based on IRR rates could lead to 
inappropriate conclusions. 


5.3.2 Inflexible Cash Flow Assumptions 


The timing or the amount of cash flows used to determine IRR can be misleading when 
compared with the NPV method. The IRR method is less reliable than the NPV method when 
there are several alternating periods of net cash inflows and net cash outflows or the amounts 
of the cash flows differ significantly. 


5.3.3 Evaluates Alternatives Based Entirely on Interest Rates 


The IRR method evaluates investment alternatives based on the achieved IRR and does not 
consider the dollar impact of the project. 
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If an investment of $50 earns $100, then there is a 200 percent return [100 / 50 = 200%]. 

If an investment of $50,000 earns $25,000, then there is a 50 percent return [25 / 50 = 50%]. 
The IRR method would suggest that it would be best to invest $50 to earn $100 and receive 
a 200 percent return, while the NPV method would favor the larger $25,000 NPV on the 
$50,000 investment. 


6 Payback Period Method 


The payback period is the time required for the net after-tax operating cash inflows to recover 
the initial investment in a project. 


6.1 Objective 


The payback period method focuses decision makers on both liquidity and risk. The payback 
period method measures the time it will take to recover the initial investment in the project, 
thereby emphasizing the project's liquidity and the time during which return of principal is 
at risk. The payback method is often used for risky investments. The greater the risk of the 
investment, the shorter the payback period that is expected (tolerated) by the company. 


6.2 Calculation 


The formula for calculating the payback period is as follows, assuming equal annual cash flows: 


’ Net initial investment 
PEMPE see) = ——— — 
Average incremental cash flow* 


* Where cash flow per period is even. 


6.3. Cash Flow Assumptions 


6.3.1. Uniform Cash Inflows 


The net cash inflows are generally assumed to be constant for each period during the life of the 
project. The payback period is computed at the point of initial investment using after-tax cash 
flows. Cash flows involve the following factors: 


= Project Evaluation: In the case of a project, the net annual cash inflow would be the net 
cash receipts associated with the project. 


= Asset Evaluation: In the case of the purchase of equipment, the net annual cash inflow will 
be the savings generated by use of the new equipment. 


= Depreciation Tax Shield: Depreciation expense is not considered, except to the extent that 
it is a tax shield. 
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Example 5 Uniform Cash Flows 


Facts: Helena Company is planning to acquire a $250,000 machine that will provide 
increased efficiencies, thereby reducing annual operating costs by $80,000. The machine 
will be depreciated by the straight-line method over a five-year life with no salvage value at 
the end of five years. 


Required: Assuming a 40 percent income tax rate, calculate the machine's payback period. 
Solution: 


1. Calculate the annual net cash savings (also referred to as the average expected cash 
flows) as follows: 


Expected cash flow savings $ 80,000 
Net income increase $ 80,000 
Less: annual depreciation (50,000) 
Net income before income taxes $ 30,000 
Multiplied by 40% tax rate x 40% (12,000) 
Net cash savings $ 68,000 
2. Calculate the payback period, as follows: 
Investment $250,000 
= = 3.68 years 


Net cashsavings $68,000 


6.3.2 Non-uniform Cash Flows (Use Cumulative Approach) 


The standard payback formula shown above applies to uniform annual cash inflows. If cash 
flows are not uniform (i.e., they vary from period to period over the life of the project), a 
cumulative approach (rather than the standard payback formula) to determine the payback 
period is used. Net after-tax cash inflows are accumulated until the time they equal the initial net 
investment (at which point the end of the payback period is reached). 


Example 6 Non-uniform Cash Flows 


Facts: Radon Technologies is considering the purchase of a new machine costing $200,000 
for its surfboard manufacturing plant in San Diego, CA. The management of Radon 
estimates that the new machine will last approximately four years and will be directly 
responsible for efficiencies that will increase the company's after-tax cash flows by the 
following amounts (non-uniform cash flow): 


Cumulative Amounts 


Year 1 $90,000 $ 90,000 
Year 2 80,000 170,000 
Year 3 75,000 245,000 
Year 4 60,000 305,000 


(continued) 
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Example 6 Non-uniform Cash Flows 


(continued) 


Required: Calculate the payback period for this investment. 


Solution: The cumulative cash flows reach the initial investment amount of $200,000 
sometime in Year 3. 


Therefore, the payback period would be more than two years and less than three years. 
Assume that the cash flow is earned evenly throughout the year. The payback period is 
then calculated as follows: 


1. Amount of cash flow in Year 3 needed to attain $200,000 cumulative cash flows: 
$200,000 — $170,000 (Year 2's cumulative amount) = $30,000 


2. Percentage of Year 3 until cumulative amount of $200,000 is attained: 
$30,000 
$75,000 


3. 2+0.40 = 2.40 years payback 


= 40% 


6.4 Advantages and Limitations of Payback 
6.4.1 Advantages of the Payback Method 


= Easy to Use and Understand: The simplicity of the objective and the absence of complex 
formulas or multiple steps make the payback method easy to use and understand. 


= Emphasis on Liquidity: The computation focuses management on return of principal. 
The method's emphasis on liquidity is a very important consideration when making capital 
budgeting decisions (e.g., most companies will prefer shorter payback periods, all other 
factors being equal). 


6.4.2 Limitations of the Payback Method 

m= The time value of money is ignored. 

= Project cash flows occurring after the initial investment is recovered are not considered. 
= Reinvestment of cash flows is not considered. 
| 


Total project profitability is neglected. 
7 ‘Discounted Payback Method 


Companies may use the discounted payback method as an alternative to the nondiscounted 
payback method. This variation computes the payback period using expected cash flows that 
are discounted by the project's cost of capital (the method considers the time value of money). 
Discounted payback is also referred to as the breakeven time method (BET). 
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7.1. Objective 


The objective of the discounted payback method (or BET) is to evaluate how quickly new ideas 
are converted into profitable ideas. 


= Focus on Liquidity and Profit: The measure focuses decision makers on the number of 
years needed to recover the investment from discounted net cash flows. 


= Evaluation Term: The computation begins when the project team is formed and ends when 
the initial investment has been recovered (based on cumulative discounted cash flows). 


= Using Discounted Payback: Discounted payback (or BET) is often used to evaluate new 
product development projects of companies that experience rapid technological changes. 
These companies want to recoup their investment quickly, before their products become 
obsolete. 


7.2 Advantages and Limitations of Discounted Payback 


The advantages and limitations of discounted payback are the same as the payback method 
(except that discounted payback incorporates the time value of money, a feature ignored by 
the payback method). Both focus on how quickly the investment is recouped rather than overall 
profitability of the entire project. 


Pass Key 


Calculating Time Value of Money Without Factors 


Although the CPA Exam often will provide factors for use in time value of money 
calculations, it is very helpful for candidates to understand how to calculate these factors in 
the event that they are not given on the exam. 


Present Value of $1 
The formula to calculate present value is as follows: 
EYES INGA aria) 
Where: 
PV = Present value 
FV = Future value 
r = Interest rate 
n = Number of years 
Example: What is the factor for the present value of $1 to be received two years in the 
future at an interest rate of 6 percent? 
FV 
Caray 
1 
(1.06) 
0.890 


PV 
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8 Economic Value Added 


Economic Value Added™ (EVA™) measures the excess of income after taxes (not counting 
interest expense) earned by an investment over the return rate defined by the company's 
overall cost of capital (WACC). The amount used to represent income after taxes is the firm's net 
operating profit after taxes (NOPAT), and it often incorporates several accounting adjustments 
prior to application into the model. Economic value added ensures that profitability and 
performance are measured in comparison to changes associated with all capital, debt, and 
equity. EVA is expressed as an amount and is considered a form of economic profit. 


8.1 Formula 
The formula for EVA is: 


Economic value added = Net operating profit after taxes (NOPAT) - Required return 


Where: 
Required return = Investment x WACC 


8.2. Interpretation 


= Positive EVA: A positive EVA indicates that there is positive economic profit and strong 
performance. 


=m Negative EVA: A negative EVA indicates that there is an economic loss and poor 
performance. 


8.3. Economic Value Added Component Issues 


Economic value added can be refined using investment or income adjustments to produce a 
more accurate analysis of economic profit (value added). 


8.3.1 Investment Valuation Issues 


= Capitalization of Research and Development: The organization may capitalize research 
and development costs as part of its asset base along with other value-adding investments in 
advertising and training. 


= Current Valuation of the Balance Sheet: Balance sheet accounts are generally revalued to 
represent current cost. 


8.3.2. Income Determination 


NOPAT may be adjusted to eliminate the effect of certain transactions and thereby create a 
nearly cash basis income statement. 


=m Adjustments to the balance sheet affect the income statement. 


= Deferred taxes are ignored. 
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Example 7 EVA 


Facts: Instafab Manufacturing has an investment in its Southeast regional plant with an 
investment of $300,000 after adjustments for capitalization of research and development 
costs and revaluation of certain assets. The company's cost of capital is 12 percent, and 
its division produces a net operating profit after taxes of $50,000 after adjustments 

for current-year research and development, asset revaluations, and other accounting 
considerations. 


Required: Calculate the economic value added. 


Solution: 
NOPAT $50,000 
Investment $300,000 
Cost of capital x 12% 
Required return (36,000) 
Economic value added $14,000 


Instafab's economic value added is positive. Instafab has added to shareholder value. 


Q Financial Decisions Using Probability and 
Expected Value 


9.1. Probability 


Probability represents a chance (expressed as a percentage) that an event will occur, with a 
zero (0 percent) assigned when there is no chance an event will occur and a one (100 percent) 
assigned if there is complete certainty that an event will occur. For example, the probability of 
selecting an M from the 26 letters of the alphabet is 1 in 26 or 1/26. 


9.2 Expected Value 


Expected value is the weighted average of the probability assigned to each expected outcome of 
occurrence. For example, if the probability of selling 5,000 cars is 20 percent and the probability 
of selling 4,000 cars is 80 percent, the expected value is 4,200 cars [(80% x 4,000) + (20% x 5,000)]. 
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NOTES 
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5 Marginal Analysis 


1 Terms Related to Marginal Analysis 


The operational decision method, referred to as marginal analysis, is used when analyzing 
business decisions such as the introduction of a new product or changes in output levels of 
existing products, acceptance or rejection of special orders, making or buying a product or 
service, selling or processing further, and adding or dropping a segment. Marginal analysis 
focuses on the relevant revenues and costs that are associated with a decision. 


1.1 Relevant Revenues and Costs 


When making business decisions that will affect future periods, revenues and costs related to 
those decisions are deemed to be relevant only if they change as a result of selecting different 
alternatives. Although variable costs are more likely to be relevant because they change with 
production volume and output, relevant costs can be either fixed or variable. 


Relevant costs often share similar characteristics, including their specific traceability to cost 
objects that may change as a result of selecting different alternatives. Ultimately, a cost's 
relevance pertains to its potential to affect the decision. 


= Direct Costs: Costs that can be identified with or traced to a given cost object. Direct costs 
are usually relevant (variable costs are generally direct costs). 


= Prime Costs: Direct material and direct labor costs, which are generally relevant. 


= Discretionary Costs: Costs arising from periodic (usually annual) budgeting decisions by 
management to spend in areas not directly related to manufacturing. Discretionary costs 
are generally relevant. 


Costs to maintain landscaping at a corporation's headquarters are generally viewed 
as discretionary. 


= Incremental Costs: Also known as marginal costs, differential costs, or out-of-pocket costs, 
the additional costs incurred to produce an additional amount of the unit over the present 
output. Incremental costs are relevant costs and include all variable costs and any avoidable 
fixed costs associated with a decision. 


= Opportunity Costs: The cost of foregoing the next best alternative when making a decision. 
Opportunity costs are relevant costs. 
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1. Costs related to a special device that is necessary if a special order is selected 
are relevant. 


2. Costs associated with alternative uses of plant space are relevant. 


= Irrelevant Costs: Costs that do not differ among alternatives are irrelevant and should be 
ignored in a marginal cost analysis. 
= Sunk Costs: Costs that are unavoidable because they were incurred in the past and cannot 


be recovered as a result of a decision. Sunk costs are not relevant costs. 


Electramag Corporation is evaluating whether to replace a piece of equipment. The cost 

of the old equipment is a sunk cost and is not relevant to the replacement decision. 
Additionally, under either alternative (keep the old equipment or replace it), the anticipated 
cost of electricity remains the same. The cost of electricity is a variable cost. Even so, 

the cost of electricity is not relevant because it does not change regardless of the 

selected alternative. 


Controllable Costs: Costs that are authorized by the business unit manager or the decision 
maker. The ability to control cost is evaluated when analyzing business decisions. By 
classifying a cost as either controllable or uncontrollable, the specific level of management 
responsible for the cost is identified. Controllable costs are relevant if they will change as a 
result of selecting different alternatives. 


Uncontrollable Costs: Costs that were authorized at a different level in the organization. 
Uncontrollable costs are not relevant costs because they cannot be changed by the manager 
making the decision. 


A manufacturing department manager has control over the materials and supplies used in 
the manufacturing department (i.e., controllable costs), but that manager has no control 
over the fixed asset depreciation allocated to the department (i.e., uncontrollable costs). 


= Avoidable Costs and Revenues: Costs and revenues that result from choosing one course 
of action instead of another. As a result, the firm avoids the cost and revenue associated 
with the course of action not selected. They are relevant to the decision. 

=m Unavoidable Costs: Costs that are the same regardless of the chosen course of action 


are unavoidable costs that are not relevant to future decisions. These costs will continue 
regardless of the course of action taken. They have no effect on the decision. 
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2 Special Order Decisions 


Special order decisions are defined as opportunities that require a firm to decide whether a 
specially priced order should be accepted or rejected. Decisions of this character involve a 
comparison of the special order price to the relevant costs of the decision and an analysis of the 
strategic issues that relate to the acceptance or rejection of the order. 


2.1 Determining Relevant Costs 


2.1.1 Capacity Issues 


Special orders are short-term decisions that often assume excess capacity. Fixed costs are 
generally not relevant to these decisions unless the special order will change total fixed costs. 


= Presumed Excess Capacity 


If there is excess capacity, a comparison should be made of the incremental costs of the 
order to the incremental revenue generated by the order. The special order should be 
accepted if the selling price per unit is greater than the variable cost per unit. 


= Presumed Full Capacity 


If the company is operating at full capacity, the opportunity cost of producing the special 
order should be included in the analysis. 


e The production that is forfeited to produce the special order is the next best alternative 
use of the facility. 


e The opportunity cost is the contribution margin that would have been produced if the 
special order were not accepted. 


Example 1 Special Order With Excess Capacity 


Facts: Kator Company is a manufacturer of industrial components. Product KB-96 is 
normally sold for $150 per unit and has the following costs per unit: 


Direct materials $20 
Direct labor 15 
Variable manufacturing overhead 12 
Fixed manufacturing overhead 30 
Shipping and handling costs 3 
Fixed selling costs _10 
Total cost $90 


Kator has received a special, one-time order for 1,000 units of KB-96. 


Required: Assuming that Kator has excess capacity, calculate the minimum acceptable 
price for this one-time special order. 


Solution: The fixed manufacturing overhead and the fixed selling costs are not relevant to 
the decision. The incremental per-unit production cost is the total variable cost per unit of 
$50. Kator should accept the special order only if the selling price per unit is greater than $50. 
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Example 2 Special Order With No Excess Capacity 


Facts: Assume the same costs as in the previous example. Kator has received a special, 
one-time order for 1,000 units of KB-96. Assume that Kator is operating at full capacity. Also 
assume that the next best alternative use of the capacity is the production of LB-64, which 
would produce a contribution margin of $10,000. 


Required: Calculate the minimum acceptable price for this one-time special order. 


Solution: Kator's next best alternative use of its capacity would produce a contribution 
margin of $10,000. If Kator produces 1,000 units of KB-96, this $10-per-unit ($10,000 / 

1,000 units) opportunity cost would be added to the variable cost of $50 to determine the 
minimum justifiable price for the special order. Kator should accept the special order only if 
the selling price per unit is greater than $60. 


2.2 Strategic Factors 


The acceptance of a special order also requires consideration of a number of strategic 
factors, including: 


=m The effect on regular-priced sales and other long-term pricing issues. 

The possibility of future sales to this customer. 

The possibility of exceeding plant capacity or the complexities of the order itself. 
The pricing of the special order. 


The impact of income taxes. 


The effect on machinery and/or the scheduled machine maintenance program. 


3. Make vs. Buy 


The decision to make or buy a component (also referred to as insourcing versus outsourcing) is 
similar to the special order decision. Managers should select the lowest-cost alternative. 


3.1 Determining Relevant Costs and Other Make-or-Buy Issues 


3.1.1 Capacity Issues 


=m Excess Capacity: If there is excess capacity, the cost of making the product internally is the 
cost that will be avoided (or saved) if the product is not made. This will be the maximum 
outside purchase price. 


= No Excess Capacity: If there is no excess capacity, the cost of making the product internally 
is the cost that will be avoided (saved) if the product is not made plus the opportunity cost 
associated with the decision. 
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Example 3 Make vs. Buy Decisions 


Direct materials 

Direct labor 

Variable manufacturing overhead 
Fixed factory overhead 

Total cost 


Facts: Offset Manufacturing produces 20,000 units of part No. 125. The production costs are: 


Total Cost Cost per Unit 

$ 10,000 $ .50 
40,000 2.00 
20,000 1.00 
40,000 _2.00 

$110,000 $5.50 


An outside manufacturer approaches Offset Manufacturing and offers to sell it the same 
part for $5 per unit. Offset has excess capacity. The $10,000 factory floor supervisor's salary 
is the only fixed cost that will be eliminated if Offset purchases the part. 


Required: Determine whether Offset Manufacturing should make or buy the part. 


3.2 Strategic Factors 


Solution: 
Make Buy 
Total Per Unit Total Per Unit 
Purchase cost $100,000 $5.00 
Direct materials $10,000 $0.50 
Direct labor 40,000 2.00 
Variable factory overhead 20,000 1.00 
Fixed factory overhead (avoidable) 10,000 0.50 oor 
Total relevant costs $80,000 $4.00 $100,000 $5.00 
Difference $20,000 $1.00 — 


Offset will choose to make the part because it is the lowest-cost alternative when relevant 
costs are considered. 


The following strategic factors should be considered when analyzing a make-or-buy decision: 


The quality of the product purchased compared with the quality of the product manufactured. 


The reliability of the purchased product. 


The value of service contracts or other warranties. 


The risks associated with outsourcing or buying outside the organization, including 
inflexibility, loss of control, and less confidentiality. 


The most efficient use of the entity's resources. 
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4 Sell or Process Further 


The decision regarding additional processing is made based on profitability. 


4.1 Joint Costs 


Joint costs are the costs of a single process that yields multiple products (e.g., the processing 
of a pig to produce ham, bacon, and pork chops). Joint costs cannot be traced to an individual 
product. Joint costs are sunk costs that are not relevant to decisions of whether to sell or to 
process further. 


4.2 Separable Costs 


Separable costs are costs incurred after the split-off point that can be traced to individual 
products and are relevant to decisions of whether to sell or to process further. 


4.3 Deciding Factors to Sell or Process Further 


The decision on whether to sell at the split-off point is made by comparing the incremental 
cost and the incremental revenue generated after the split-off point. 


If the incremental revenue exceeds the incremental cost, the organization should 
process further. 


If the incremental cost exceeds the incremental revenue, the organization should sell at the 
split-off point. 


Example 4 Sell or Process Further 


Facts: Jackson Inc. processes raw materials into beauty products. The Soap Division (Soap) 
processes fats and lye at a cost of $200 per batch, which yields 2,000 bars of soap. Soap can 
sell the soap for $0.50 per bar at this point. Alternatively, various fragrances and oils can 

be added to produce fine soaps for the high-end retail market from a given batch of raw 
materials. Soap could incur an additional cost of $1.20 per bar of soap for the perfumes 
and attractive packaging and create lavender-scented soap. Or, for an additional cost of 
$1.75 per bar, Soap could create rose-scented soap. The high-end soap would sell for $1.30 
per bar for the lavender scent and $3 per bar for the rose scent. 


Required: Determine whether the soap division will produce the lavender soap, 
rose-scented soap, or both. 


Solution: The Soap Division will not produce the lavender soap because the costs after 
the split-off point are $1.20 per bar and the incremental revenue is only $0.80 ($1.30 for 
lavender soap minus the $0.50 revenue for basic soap). Incremental revenue is less than 
incremental costs. 


If the company decides to produce rose-scented soap, incremental costs are $1.75 per 
bar and incremental revenue is $2.50 ($3 minus $0.50) per bar. Because the incremental 
revenue exceeds incremental costs, Soap would produce rose soap. 
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5 Keep or Drop a Segment 


Relevant costs should be used to determine whether to keep or drop a business segment. 


5.1. Classification of Costs 


The fixed costs associated with the segment must be identified as either avoidable (relevant) or 
unavoidable, even if the segment is discontinued. 


5.2 Decision Factors 


A firm should compare the fixed costs that can be avoided if the segment is dropped 
(i.e., the cost of running the segment) to the contribution margin that will be lost if the segment 
is dropped. 


m Keep the segment if the lost contribution margin exceeds avoided fixed costs. 


= Drop the segment if the lost contribution margin is less than avoided fixed costs. 


Example 5 Fixed Costs Are Unavoidable 


Facts: The executives at Chowderhead Industries are evaluating each of their product lines. 
A variable costing analysis by product shows that the company's clam and corn chowder 
products are profitable but its conch chowder product is not. 


Description Clam Conch Corn Total 

Sales $125,000 $75,000 $50,000 $250,000 
Variable costs 90,000 60,000 25,000 175,000 
Contribution margin 35,000 15,000 25,000 75,000 
Fixed costs 20,000 20,000 20,000 60,000 
Operating Income $ 15,000 $ (5,000) $ 5,000 $ 15,000 


The conch chowder fixed costs are unavoidable. 
Required: Determine whether Chowderhead should eliminate its conch chowder product line. 


Solution: If the conch chowder fixed costs are unavoidable, they will be incurred even if 
conch chowder is eliminated. 


Description Clam Conch Corn Total 

Sales $125,000 = $50,000 $175,000 
Variable costs 90,000 = 25,000 115,000 
Contribution margin 35,000 - 25,000 60,000 
Fixed costs 20,000 20,000 20,000 60,000 
Net Income $ 15,000 $(20,000) $ 5,000 - 


The conch chowder product line should not be eliminated. Elimination of the product 
would eliminate company-wide profits because the product makes a positive contribution 
to covering the entity's fixed costs. 
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Example 6 Some Fixed Costs Are Avoidable 


Facts: Assume that $16,000 of the Conch Chowder fixed costs are avoidable advertising 
costs that will not be incurred if the product is eliminated. 


Required: Given these new facts, determine whether Chowderhead Industries should 
eliminate its conch chowder product line. 


Solution: If $16,000 of the fixed costs are avoidable, then only $4,000 are unavoidable and 
will be incurred even if conch chowder is eliminated. 


Description Clam Conch Corn Total 
Sales $125,000 - $50,000 $175,000 
Variable costs 90,000 - 25,000 115,000 
Contribution margin 35,000 - 25,000 60,000 
Unavoidable fixed costs 15,000 4,000 16,000 35,000 
Avoidable fixed costs 5,000 = 4,000 9,000 
Operating Income $ 15,000 $ (4,000) $ 5,000 $ 16,000 


The Chowderhead executives should eliminate the conch chowder product line because 
the avoidable fixed costs exceed the contribution margin that is lost when the product is 
eliminated. In this case, elimination of the conch chowder product line improves overall 
productivity from $15,000 to $16,000. 


5.3 Strategic Factors 


Important strategic factors to consider include: 


The complementary character of products and their relationship to the sales of other 
products. Manufacturers might produce and price certain products as loss leaders to 
promote sales of more profitable products. 


The impact of product addition or deletion on employee morale. 
The growth potential of each product regardless of individual profitability. 


Opportunity costs associated with available capacity. 
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Cost Accounting 


1 Cost Objects (or Objectives) 


Cost objects (or cost objectives) are defined as resources or activities that serve as the basis for 
management decisions. Cost objects require separate cost measurement and may be products, 
product lines, departments, geographic territories, or any other classification that aids in 
decision making. 


1.1 Product Costs 


Product costs are all costs related to the manufacturing of the product. They are recorded as 
part of inventory (assets) on the balance sheet and consist of direct materials, direct labor, and 
applied overhead. 


Common Flow of Costs Identified by Cost Objects 


Conversion 
costs 


Prime 
costs 


Product T 


costs Work-in-process 


| 


Finished goods 


Cost of goods sold 


1.2 Period Costs 


Period costs are expensed in the period in which they are incurred and represent the 
nonmanufacturing costs of selling the product and administering the operations of the firm. 


Va Pass Key 


Cost accounting systems are designed to meet the goal of measuring cost objects or 
objectives. The most frequent objectives include: 


e Product costing (inventory and cost of goods manufactured and sold) 
e Income determination (profitability) 


e Efficiency measurements (comparisons to standards) 
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2 Tracing Costs to Cost Objects 


2.1. Direct Costs 


A direct cost can be easily (i.e., without excessive cost and without significant effort) traced to a 
cost pool or object, as the cost directly relates to that item. Common direct costs include: 


2.1.1. Direct Raw Materials 


Direct raw materials are the costs of materials purchased to be used in production (including 
freight-in net of any applicable purchase discounts) plus a reasonable amount for normal scrap. 


2.1.2 Direct Labor 


Direct labor is the cost of the labor that is directly related to the production of a product or 
the performance of a service plus a reasonable amount of expected "downtime" for the labor 
(e.g., breaks, setup, training, etc.). 


Spud Furnishings Inc. manufactures custom couches. Raw materials (fabric or leather) used 

in the production process of a custom order (a couch) are considered direct materials and are 
easily traced to the cost object, the custom order. The time spent by the upholsterer to make the 
couch is considered direct labor and is also easily traced to the cost object, the custom order. 


2.2 Indirect (Overhead) Costs 


An indirect cost is not easily traceable to a cost pool or cost object. Indirect costs are typically 
incurred to benefit two or more cost pools or objects and are included in manufacturing 
overhead. 


2.2.1. Indirect Materials 


The category indirect materials covers the cost of materials that were not used specifically or 
could not be traced to the completed product with ease. 


Spud Furnishings Inc. manufactures custom couches and purchases cleaning supplies used in 
the manufacturing area and small replacement parts for the manufacturing machines. These 
items are indirect materials (overhead) that do not directly benefit any specific cost object. 


2.2.2 Indirect Labor 


Indirect labor is the cost of labor that is not easily traceable to a particular product, service, etc. 
Most often, this type of labor supports the manufacturing process but does not work directly on 
the specific job, etc. 
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Spud Furnishings Inc. manufactures custom couches and employs forklift drivers, 
maintenance workers, shift supervisors, workers in the receiving department, janitorial 
staff, inspectors, engineers, training, and other human resources Staff. These costs are 
indirect labor. 


2.2.3. Other Indirect Costs 


Other indirect costs are indirect costs other than those for materials or labor. 


Spud Furnishings Inc. incurs costs for depreciation of the facility and machinery, rent of the 
production warehouse, machine maintenance, property taxes on the building, insurance, 
rent, utilities, etc. These miscellaneous facility costs are other indirect costs. 


Prime cost = Direct labor + Direct material 


Conversion cost = Direct labor + Manufacturing overhead 


2.3. Overhead Allocation Using Cost Drivers 


Indirect costs are allocated (assigned) to benefiting cost pools or cost objects using cost drivers 
that are considered to have a strong relationship to the incurrence of these costs. 


= Allocation Bases 
The cost drivers that are used to allocate indirect costs are referred to as allocation bases. 
= Accounting for Overhead 


When traditional costing is used, all indirect costs are allocated to a single cost pool 
(or account) called "overhead" and allocated as a single pool. Overhead may also be 
allocated using activity-based costing. 


When traditional costing is used, the application of overhead is accomplished in two steps: 


Step 1: Overhead rate = Budgeted overhead costs + Estimated cost driver 
Step 2: Applied overhead = Actual cost driver x Overhead rate (from Step 1) 
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3 Cost Behavior (Fixed vs. Variable) 


Costs can be classified by their behavior and the degree to which they are either fixed or 
variable. Direct material and direct labor are generally variable costs, whereas indirect costs 
consist of both fixed and variable components. 


Cost behaviors are graphically illustrated as follows: 


Fixed vs. Variable 
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3.1 Variable Cost 


= Behavior: A variable cost changes proportionally with the cost driver (e.g., typical cost 
drivers include sales volume and production volume). 


= Amount (Constant per Unit, Total Varies): Variable costs change in total, but they remain 
constant per unit. As production volume increases (or decreases), the total variable cost will 
increase (or decrease), but the variable cost per unit will always remain the same. 


= Long-Run Characteristics: The short-run and long-run effects of variable costs are the 


same within relevant ranges (the range of production over which cost behavior assumptions 
are valid). 


3.2 Fixed Cost 


= Behavior: In the short term and within a relevant range, a fixed cost does not change when 
the cost driver changes. 


= Amount (Varies per Unit, Total Remains Constant): Fixed costs remain constant in total, 
but they vary per unit. As production volume increases (or decreases), fixed costs remain 
the same, but the cost per unit will decrease (or increase), respectively. 


Pass Key 


The distinction between variable costs and fixed costs allows managers to determine the 
effect of a given percentage change in production output on costs. Be careful! The examiners 
often attempt to trick candidates by providing a fixed cost per unit for a given volume of 
production. As fixed costs are "fixed," the candidate must convert this format to a dollar 
amount that will not change as production volume changes within a relevant range. 
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= Long-Run Characteristics: Given enough time (and a long enough relevant range), any cost 
can be considered variable. 


Depreciation is typically a fixed cost in a relevant manufacturing range of units or up to 
production capacity but can be considered variable in the long run. A new building will have 

to be purchased if the production levels exceed plant capacity (thus possibly increasing 
depreciation expense, depending on the extent to which other facilities have been depreciated). 


3.3. Mixed Costs (Semi-variable Costs) 


Costs frequently contain both fixed and variable components. Costs that include components 
that remain constant over the relevant range and include components that fluctuate in direct 
relation to production are classified as mixed. 


Example 1 Cost Behavior 


Facts: Quality Ornaments Inc. (QOl) manufactures collector porcelain figurines and holiday 
ornaments in its single manufacturing facility. During the recently completed operating year, 
the company incurred manufacturing labor costs of $3,200,000 (including indirect labor of 
$200,000, which includes a base annual contractual amount and a variable rate amount 
for hours worked above a contractual threshold), raw material costs of $6,000,000, plant 
depreciation costs of $440,000 (straight-line method used), electricity costs of $250,000 
(directly tied to hours of production), heating costs of $100,000 (annual rate), and delivery 
expenses of $25,000 (based on a formula per customer order). Additionally, QO! incurred 
$10,000 in building and equipment maintenance and repair expense that includes both 

a fixed contractual amount for weekday maintenance and a variable rate amount for 
maintenance performed on Saturdays and holidays. 


Required: Based on the above scenario, calculate the company's variable costs, fixed costs, 
and mixed costs for the year. 


Solution: 
Cost Item Variable Costs Fixed Costs Mixed Costs 
Direct labor $3,000,000 
Indirect labor $200,000 
Raw materials 6,000,000 
Depreciation $440,000 
Electricity 250,000 
Heating 100,000 
Maintenance and Repair 10,000 
Deliveries 25,000 
Total Costs $9,275,000 $540,000 $210,000 
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3.4 Relevant Range 


The relevant range is the range for which the assumptions of the cost driver (i.e., linear relationship 
with the costs incurred) are valid. When the cost driver activity is no longer within the relevant 
range, the variable and fixed cost assumptions for that cost driver cannot be used to allocate costs 
to cost objects. The relevant range is graphically illustrated as follows: 


Relevant Range 
(4,800—5,400 units) Assume Linearity 


Total Cost 
Total Cost 


4,800 5,400 4,800 5,400 
Cost Driver Units Cost Driver Units 


4 Cost Accumulation Systems 


Cost accumulation systems are used to assign costs to products. The system used is driven by the 
cost object involved. If the cost object is a custom order, job costing is used. If the cost objectis a 
mass-produced, homogeneous product (e.g., steel), process costing is used. 


Pass Key 


Although the most commonly tested cost accumulation systems are job-order costing and 
process costing, there are many variations of cost accumulation systems that may appear 
on your examination: 


e Operations costing uses components of both job-order costing and process costing. 


e Backflush costing accounts for certain costs at the end of the process in circumstances in 
which there is little need for in-process inventory valuation. 


Life-cycle costing seeks to monitor costs throughout the product's life cycle and expand on 
the traditional costing systems that focus only on the manufacturing phase of a product's life. 
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5 Cost of Goods Manufactured and Sold 


Production costs may be summarized in a cost of goods manufactured statement and a cost of 
goods sold statement. These statements may be prepared separately or combined as a cost of 
goods manufactured and sold statement. 


5.1. Cost of Goods Manufactured (COGM) 


The cost of goods manufactured statement accounts for the manufacturing costs of the 
products completed during the period. These costs consist of direct material, direct labor, 
and manufacturing overhead costs. The manufacturing costs incurred during the period are 
increased or decreased by the net change in work-in-process inventory (beginning WIP minus 
ending WIP) to equal cost of goods manufactured. 


XYZ Company 
Cost of Goods Manufactured 
For the Month Ended November 30, Year 1 


Work-in-process inventory, beginning $ 40,000 
Add: direct material used $ 30,000 
Direct labor 50,000 
Manufacturing overhead applied 40,000 
Total manufacturing costs incurred 120,000 
Total manufacturing costs available 160,000 
Less: work-in-process inventory, ending (10,000) 
Cost of goods manufactured $ 150,000 


5.2 Cost of Goods Sold (COGS) 


A cost of goods sold statement for a manufacturer is very similar to one prepared for a retailer 
except that cost of goods manufactured is used in place of purchases made during the period. 


XYZ Company 
Cost of Goods Sold 
For the Month Ended November 30, Year 1 


Finished goods inventory, beginning $ 20,000 


Add: cost of goods manufactured 150,000 
Cost of goods available for sale 170,000 
Less: finished goods inventory, ending (50,000) 
Cost of goods sold $120,000 
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6 Job-Order Costing 


Job-order costing (or job costing) is the method of product costing that identifies the job (or 
individual units or batches) as the cost objective and is used when relatively few units are 
produced and when each unit is unique or easily identifiable. 


6.1 Cost Objective Is the Job (or Unit) 


Under job-order costing, cost is allocated to a specific job as it moves through the manufacturing 
process. Record keeping for job costing emphasizes the job as the cost objective. 


6.2 Job-Cost Records 


Job-cost records are maintained for each product, service, or batch of products, and they serve 

as the primary records used to accumulate all costs for the job. Job-cost records are also 
referred to as job-cost sheets or job orders. Job-cost records accumulate data from the following 
internal documents: 


= Materials Requisitions: Materials requisitions are documents showing materials requested 
for use on the job. 


= Labor Time Tickets (Time Cards): Labor time tickets (time cards) are documents that show 
the labor hours and labor rate associated with the time applied to the job. 


= Job-Order Costing: /ob-costing systems require a limited number of work-in-process accounts. 


Ve Pass Key 


Job-costing systems are best suited for customized production environments such as 
construction, aircraft assembly, printing, etc. A new job-cost record would be started every 
time a new job (building project, airplane, or print job) is started. 
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Overview: Job-Order Costing 


Raw Materials 


Indirect materials 


Direct materials Work-in-Process 
(issuance) 


Beginning | Cost of goods 
balance | manufactured 


Total 
DM + DL + OH = manufacturing 
costs 


Finished Goods 


Beginning | Cost of 
balance | goods sold 


Wages Payable 


Cost of goods 


Direct labor manufactured 


(incurrance of cost) 


Indirect labor 


Manufacturing Overhead 


Actual costs incurred: | Overhead applied 
Indirect labor 
Indirect materials 
Utilities 
Depreciation on buildings 
and equipment 

Taxes (payroll, property) 
Fire insurance 
Other indirect costs 


Cost of Goods Sold 


goods sold 


Underapplied overhead | Overapplied overhead 
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7 Process Costing 


Process costing is a method of product costing that averages costs and applies them to a large 
number of homogeneous items using the following steps: 


1. Summarize the flow of physical units (beginning with the production report). 
Calculate "equivalent unit" output. 
Accumulate the total costs to be accounted for (production report). 


Calculate the average unit costs based on total costs and equivalent units. 


wo PF WN 


Apply the average costs to the units completed and the units remaining in ending 
work-in-process inventory. 


7.1. Units and Costs Collected on a Production Report 


Costs incurred for a period as well as all units produced during that period are accumulated 
on a production report that accounts for the physical flow of units. The report includes the 
beginning inventory, the number of units started, the number of units completed, and the 
number of units remaining in inventory. 


= Unit (Quantity) Accounting 


The number of units accounted for must equal the number of units charged to the 
department (or separate process). 


= Cost Accounting 


The amount of costs accounted for must also equal the amount of costs charged to the 
department (or separate process). 


Vs Pass Key 


The following shows the flow of inventory from beginning raw materials to ending finished 
goods inventory: 


Beginning inventory of Beginning inventory of Beginning inventory of 
raw materials work-in-process finished goods 
Add: raw materials used plus Add: inventory transferred from 
Add: purchases of raw materials / direct labor and overhead used_[ work-in-process 
Raw materials available for use / | Work-in-process inventory Finished goods inventory 
available to be finished available-for-sale 
Subtract: inventory transferred 
Subtract: raw materials used to finished goods Subtract: cost of goods sold 
Ending inventory of Ending inventory of Ending inventory of 
raw materials work-in-process finished goods 
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Quantities 
Charged to department: 
In process, beginning 5,000 
Transferred in 20,000 
Total units charged to department 25,000 
Units accounted for: 
Transferred out 15,000 
In process, end 10,000 
Total units accounted for 25,000 
Costs 
Charged to department: 
In process, beginning $12,000 
During the period 85,000 
Total units charged to department $97,000 
Costs accounted for: 
Transferred out $60,000 
In process, end 37,000 
Total costs accounted for $97,000 


7.2 Equivalent Units 


Costs must be attached to the completed units as well as to the units that are partially complete 
at the end of each period. This calculation is made by taking into account the partially completed 
units and by making use of equivalent units. 


An equivalent unit of direct material, direct labor, or conversion costs (direct labor plus factory 
overhead) is equal to the amount of direct material, direct labor, or conversion costs necessary 
to complete one unit of production. 


Pass Key 


Accounting for the physical flow of units is an important step in process costing. 
Remember, however, that the pure physical flow of units will be different from the 
equivalent units of production. 
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Company X would like to produce 10,000 units during the first quarter. The company 
obtains the raw material inputs prior to the production of each unit and has applied 
the necessary direct labor and manufacturing overhead to complete 75 percent of the 
production during the first two months (with the remaining production process to be 
performed during the third month). 


When preparing its internal monthly production reports, Company X would indicate that it 
has 10,000 units 100 percent complete as to direct materials and 7,500 equivalent units of 
production as to direct labor and overhead at the February 28 month end. 


7.3. Calculating Equivalent Units Using First In, First Out (FIFO) 


Under FIFO accounting, the ending inventory is priced at the cost of manufacturing during the 
period, assuming that the beginning inventory was completed during the period. 


7.3.1 Equivalent Unit Components 

The equivalent units are composed of three elements: 

1. Completion of units on hand at the beginning of the period 

2. Units started and completed during the period (Units completed - Beginning WIP) 

3. Units partially complete at the end of the period 

7.3.2 Cost Components 

Current costs incurred during the period are allocated to the equivalent units produced during 
the period. 

7.4. Calculating Equivalent Units Using Weighted Average 


The weighted average cost method averages the cost of production during the period with the 
costs in the beginning work-in-process inventory. 


7.4.1 Equivalent Unit Components 
The equivalent units are composed of two elements: 


1. Units completed during the month (Beginning WIP + Units started and completed during 
the month) 


2. Units partially complete at the end of the period 


7.4.2 Cost Components 


Total costs, including both the costs of beginning inventory and current costs, are allocated to 
equivalent units to arrive at a weighted average unit cost. 


B3-14 Module 1 © Becker Professional Education Corporation. All rights reserved. 


BAR 3 Cost Accounting 


Example 2 Equivalent Units of Production 


Facts: Assume the following information: 


Work-in-process, beginning 100 units, 25% complete 
Units completed and transferred out 600 units 
Work-in-process, ending 200 units, 40% complete 


Required: Compute the equivalent units of production using the FIFO method and the 
weighted average cost method. 


Solution: 
FIFO equivalent units of production 
Work-in-process, beginning 


100 units x 75% (to complete) 5 
Units started and completed this period 
Units completed and transferred out 600 
Units in beginning inventory (100) 500 
Work-in-process, ending 
200 units x 40% _80 
Equivalent units of production 655 


Weighted average equivalent units of production 


Units completed and transferred out (always 100%) 600 
Work-in-process, ending 

200 units x 40% _80 
Equivalent units of production 680 


yp Pass Key 


Equivalent units of production may be computed using either the FIFO or weighted average 
methods. The FIFO method specifically accounts for work to be completed, and the 
weighted average method blends the units, as follows: 


1. FIFO (three steps) 
Beginning WIP x % to be completed 
Units completed—Beginning WIP + 
Ending WIP x % completed 
Equivalent units 
2. Weighted average (two steps) 
Units completed 
Ending WIP x % completed af 
Equivalent units 


BRS & 


IB & 
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Va Pass Key 


Cost per equivalent unit is computed by dividing total costs by equivalent units. FIFO uses 
only current costs, and the weighted average method uses both beginning inventory and 
current costs. 


1. FIFO 


Current cost only 


Equivalent units 
2. Weighted average 


FIFO 


Beginning cost + Current cost 
Equivalent units 


Weighted average = 


7.5 Spoilage (or Shrinkage) 


Spoilage (or shrinkage) is generally taken care of automatically because the equivalent units 
added for the month are generally less than the actual units added during the month due to 
problems with the production process. 


7.5.1 Normal Spoilage (Inventory Cost) 


Normal spoilage occurs under regular operating conditions and is included in the standard cost 
of the manufactured product. 


= Computation 


For normal spoilage (or shrinkage), per unit cost is automatically increased as a result of 
spoilage because actual costs are spread over fewer equivalent good units rather than 
actual units produced. 


= Accounting Treatment 


Normal spoilage is capitalized as part of inventory cost. Normal spoilage costs, if accounted 
for separately, are allocated to good units produced. 


7.5.2 Abnormal Spoilage (Period Expense) 


Abnormal spoilage should not occur under normal operating conditions and is excluded from the 
standard cost of a manufactured product. 


= Computation 


For abnormal spoilage (or shrinkage), the per unit cost is based on actual units. Equivalent 
units of production include spoiled units. 


= Accounting Treatment 


The cost of abnormal spoilage is normally expensed separately on the income statement as 
a period expense. 
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Example 3 Spoilage Application 


Facts: Fresh Baked Company produces ready-to-serve fruit pies for local restaurants and 
supermarkets. During the month of April, the company had the following costs related to 


the production of 20,000 pies: 


Pie ingredients $45,000 
Baking labor 24,000 
Plant production overhead 11,000 
Sales and marketing expenses 500 
General and administrative expenses 1,200 
Normal spoilage 400 
Abnormal spoilage 200 
Required: 
1. What is the per unit cost of the pies assigned to inventory for April? 
2. What amount will the company assign as a period expense for April? 
Solution: 
1. Unit cost 
Step 1: Determine inventory costs. Step 2: Determine per unit cost. 
Pie ingredients $45,000 Perunitcost $80,400 + 20,000 pies 
topples) $4.02 
Baking labor 24,000 
Plant production overhead 11,000 
Normal spoilage 400 
Total inventory costs $80,400 
2. Period expense 
The period expenses assigned to April are as follows: 
Sales and marketing expenses $ 500 
General and administrative expenses 1,200 
Abnormal spoilage 200 
Total period expenses $ 1,900 
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8  Activity-Based Costing (ABC) 


8.1. Types of Operational Cost Drivers 


8.1.1 Volume-Based 


Traditional costing systems assign overhead as a single cost pool with a single plant-wide 
overhead application rate using a single allocation base. These rates generally use volume-based 
cost drivers such as direct labor hours or machine hours. 


8.1.2 Activity-Based 


Activity-based costing (ABC) assumes that the best way to assign indirect costs to products (cost 
objects) is based on the product's demand for resource-consuming activities (i.e., costs are 
assigned based on the consumption of resources). ABC applies a more focused and detailed 
approach than using a department or plant as the level for gathering costs. ABC focuses on 
multiple causes (activities) and effects (costs) and then assigns costs to them. The cost of activities 
is used to "build up" the engineered cost of products using increased cost pools and allocations. 


8.2 Terminology 


Activity: An activity is any work performed inside a firm. Activities are identified for ABC. 
Resource: A resource is an element that is used to perform (or applied to perform) an activity. 


= Cost Drivers: Cost drivers used in ABC are activity bases that are closely correlated with the 
incurrence of manufacturing overhead costs in an activity center, and they are often used as 
allocation bases for applying overhead costs to cost objects. 


Activity Centers: An operation necessary to produce a product is an activity center. 


Cost Pool: A cost poo! is a group of costs (e.g., raw material or direct labor) or a specially 
identified cost center (e.g., a department or a manager) in which costs are grouped, 
assigned, or collected. 


Pass Key 


A cost driver is a factor that has the ability to change total costs. Cost drivers (including 
nonfinancial, statistical measurements of activities such as sales or production volume) are 
identified by ABC and are related to one of multiple cost pools for cost allocation. 


Hope Hospital applies ABC to costing its services. The surgical unit is identified as an activity 
center that includes various professional service (surgeon and nurse) functions as well as 
facilities (operating room) functions. Resources used include hours of staff time for surgery 
and operating room preparation as well as for facilities maintenance. Resource drivers may 
include the complexity of surgical procedures (including setup time) and activity drivers 
may be purely admissions or scheduled surgeries. 
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8.3. Basic Operation of Activity-Based Costing 
Activity-based costing is done using the following steps: 


1. Identify the Cost Drivers 

Identify the activity centers and the activities that drive the costs in each activity center. 
2. Accumulate the Costs in Cost Pools 

Many small cost pools are accumulated. 


3. Trace Indirect Costs to Activity Centers 
Trace any indirect costs to the activity centers that can be assigned without allocation. 


4. Allocate Remaining Indirect Cost Pools 
Costs of each activity are applied to cost objects based on the most appropriate cost drivers. 


5. Divide Assigned Costs by Level of Activity for the Cost Center 
Divide the costs assigned to the activity center by the estimated level of activity for the 
center to derive an application rate for that center. 

6. Cost the Product 


Cost the product by multiplying its demand for the resources of an activity center by the 
rate for that activity center. 


8.4 Effects of Activity-Based Costing 


An ABC system will apply high amounts of overhead to a product that places high demands on 
expensive resources. If a product places few demands on expensive resources, the system will 
assign little of that cost to the product. This will remove much of the cost distortion caused by 
traditional, volume-based overhead systems. 


lowa Products makes two products at its Boone factory. The company has used a traditional 
cost accounting system for the application of overhead to the products. Currently it uses direct 
labor hours as an application base. One product, Can, incurred 150,000 direct labor hours 

and the other product, Bottle, incurred 45,000 direct labor hours. The company is considering 
converting to an activity-based costing system. The estimated data for its Year 1 operations is 
summarized below: 


Activity Level 


Activity Center Costs Cost Driver Cans Bottles 

Units 500,000 150,000 

Material handling $ 480,000 Pounds 100,000 60,000 

Production orders 90,000 Number of 100 100 
production orders 

Product redesign 250,000 Number of changes 50 200 

Plant utilities 2,300,000 Machine hours 150,000 80,000 


(continued) 
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(continued) 


1. 


2. 
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Illustration of the overhead application rate under a traditional system using direct 
labor hours as an application base: 


Material handling $ 480,000 
Production orders 90,000 
Product redesign 250,000 
Plant utilities 2,300,000 

Total overhead costs $3,120,000 


may Total overhead costs 
Overhead application rate = ——HW——— 
Total direct labor hours 
= $3,120,000/(150,000 + 45,000) 
= $16 per direct labor hour 


Cans: 150,000 direct labor hours x $16 = $2,400,000 


$2,400,000/500,000 cans = $4.80 per can 
Bottles: 45,000 direct labor hours x $16 = $720,000 
$720,000/150,000 bottles = $4.80 per bottle 


Illustration of the overhead application rate under an activity-based costing system using 
each activity as a cost pool: 


Material handling: | $480,000/160,000 pounds = $3 per pound 
Production orders: $90,000/200 orders = $450 per order 
Product redesign: = $250,000/250 changes = $1,000 per change 
Plant utilities: $2,300,000/230,000 machine hr. = $10 per machine hour 
Cans 

Material handling, 100,000 Ib. x $3 $ 300,000 
Production orders, 100 orders x $450 45,000 
Product redesign, 50 changes x $1,000 50,000 
Plant utilities, 150,000 machine hr. x $10 1,500,000 
Total overhead costs $1,895,000 
$1,895,000/500,000 cans = $3.79 per can 

Bottles 

Material handling, 60,000 Ib. x $3 $ 180,000 
Production orders, 100 orders x $450 45,000 
Product redesign, 200 changes x $1,000 200,000 
Plant utilities, 80,000 machine hr. x $10 800,000 
Total overhead costs $1,225,000 


$1,225,000/150,000 bottles = $8.167 per bottle 


Bottle cost significantly increased with activity-based costing. This resulted because 
bottles required a large amount of the redesign resource. Redesign is a very costly 
resource and not related to volume. Because bottles required a large amount of this 
resource, a high amount of indirect cost was assigned to bottles. The cost of cans 
decreased significantly because that used comparatively little redesign resource. 
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8.5 Service Costs Allocation Using ABC 


Companies in all sectors of the economy allocate service department costs to production or user 
departments and ultimately the final products produced. 


Hospitals use complex methods to allocate service-related costs such as patient admissions 
or housekeeping to the various hospital departments that ultimately affect patient billing. 
By allocating these service department costs to the individual production departments and 
the final product, the entity is recognizing that these service costs are an input into the 
production process. 


8.5.1 Direct Method 


= The direct method is the most widely used (and least complex) method to allocate 
service costs. 


=m Each service department's total costs are directly allocated to the production departments 
without recognizing that service departments themselves may use the services from other 
service departments. 


8.5.2 Step-Down Method 


= The step-down method or sequential method is a more sophisticated approach to allocate 
service costs in more complex situations. 


= Service department costs are also allocated to other service departments as well as 
production departments. 


= Step-down allocations assume that once a service department's costs have been allocated 
to another service department, there can be no subsequent costs allocated back to the 
other service department(s). 
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Example 4 Direct Method 


Facts: Remington Company has two production departments, Division A and Division B. 
The company also has two service departments, which consist of Information Systems (IS) 
and Human Resources (HR). During the most recently completed operating year, the IS and 
HR departments had total service costs of $2,220,000 and $975,000, respectively. 


Dept. Activity Center Cost Driver DivisionA Division B 
IS Planning and reporting Computing hours 9,000 6,000 
HR Division administration | Performance appraisals 2,800 2,200 


Required: Allocate the IS and HR departments' service costs to the two production divisions. 
Solution: 
Application rate using ABC system 


Planning and reporting $2,220,000 + 15,000 hours = $148/hr. 

Division administration $975,000 + 5,000 appraisals = $195/appraisal 
Division A: Service cost allocation 

IS—Planning and reporting: 9,000 hours x $148 $1,332,000 

HR—Division administration: 2,800 appraisals x $195 546,000 

Total service costs $1,878,000 


Division B: Service cost allocation 


IS—Planning and reporting: 6,000 hours x $148 $ 888,000 
HR—Division administration: 2,200 appraisals x $195 429,000 
Total service costs $1,317,000 
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Example 5 Step-Down Method 


Facts: Assume the same facts as the Remington Company direct-method example, above, 
with the exception that the Information Systems (IS) department also uses the services of 
the Human Resources (HR) department. Specifically, performance appraisals administered 
by the HR department to the IS department accounted for an additional 200 appraisals 
during the recent operating year. Further, assume that because of data privacy issues, the 
HR department uses an outside contractor for its information technology needs instead of 
the IS department. 


Note: The allocation of IS computing service hours to the other two production divisions 
remains the same as above, as there is no IS service allocation to HR. 


Dept. Activity Center Cost Driver DivisionA Division B 
HR Division administration | Performance appraisals 2,800 2,200 


Required: Allocate the service costs for performance appraisals from HR to IS and the two 
production divisions using ABC. 


Solution: 


HR application rate using ABC system 
HR—Division administration $975,000 + 5,200 appraisals = $187.50/appraisal 


IS service department: Service cost allocation (of HR) 
HR—Division administration 200 appraisals x $187.50 = $37,500 


IS application rate using ABC system 
IS—Planning and reporting ($2,220,000 + $37,500) + 15,000 hours = $150.50 per hour 


Division A: Service cost allocation 


IS—Planning and reporting: 9,000 hours x $150.50 $1,354,500 

HR—Division administration: 2,800 appraisals x $187.50 525,000 

Total service costs $1,879,500 
Division B: Service cost allocation 

IS—Planning and reporting: 6,000 hours x $150.50 $ 903,000 

HR—Division administration: 2,200 appraisals x $187.50 412,500 

Total service costs $1,315,500 


It should be noted that under the step-down method, the HR (performance appraisal) 
allocation is lower to both Division A and Division B under ABC costing, given that HR costs 
are also allocated to the IS department. 
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Q Joint Product Costing and By-product Costing 
(Common Cost Allocation) 


Accountants face the problem of allocating the cost of a single process (joint costs) among 
several final products (or by-products) if two or more final products are produced from the 
same raw material or input. 


The meat-packing industry takes a single input, a steer, and produces many final products. 
Each product must be assigned a cost, including the different cuts of meat for human 
consumption, different food products for animal consumption (pet food), and basic 
ingredients for glue (by-product). 


9.1 Terminology 


= Joint Products: Joint products are two or more products that are generated from a 
common input. 


= By-products: By-products are minor products of relatively small value that incidentally result 
from the manufacture of the main product. 


= Split-off Point: The split-off point is the point in the production process at which the joint 
products can be recognized as individual products. 


= Joint Product Costs (or Joint Costs): /oint product costs are costs incurred in producing 
products up to the split-off point. 


= Separable Costs: Separable costs are costs incurred on a product after the split-off point. 
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9.2 Allocation by Unit Volume Relationships 


Example 6 Joint Cost Allocation by Unit Volume 


Facts: Simple Manufacturing Company produces two products, Product A and Product B. 
Direct costs associated with manufacturing Product A and Product B were $25,000 and 
$50,000, respectively, with joint costs of production representing $10,000. In order to 
allocate joint costs, the company used the proportional gallons of production for its two 
products as follows: 


Volume 
Product A 10,000 gal 
Product B 20,000 gal 
Total 30,000 gal 


Required: Determine the portion of joint costs that will be allocated to each product and 
the total cost of each product. 


Solution: 


Joint cost allocation 
Product A: (10,000/30,000) x $10,000 = $ 3,333 


Product B: (20,000/30,000) x $10,000 = 6,667 
$10,000 

Total cost 
ProductA: $25,000 (direct) + $3,333 (joint) = $28,333 


Product B: $50,000 (direct) + $6,667 (joint) = $56,667 


9.3. Relative Net Realizable Values at Split-off Point 


Net realizable value equals sales value less cost of completion and disposal. Relative sales value 
at split-off point is used purely for inventory costing and is of little use for cost planning and 
control purposes. 


9.3.1 Sales Price Quotations Available at Split-off 


The relative sales value at split-off point can be used to allocate joint costs if sales price 
quotations are known or can be determined. The relative sales value approach assigns costs to 
the separate joint products in relation to their market values. 
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Example 7 Joint Cost Allocation: Sales Values Known at Split-off 


Facts: Brown Company produces two products, A and B. Joint production costs incurred in 
the production of A and B totaled $1,000. At the split-off point, 100 units of A had a sales 
value of $20/unit and 400 units of B had a sales value of $15/unit. 


Required: Compute the joint costs to be allocated to A and B using relative sales values 
at split-off. 


Solution: 


Allocation based on relative sales value: 


Product A: 100 units @ $20 $2,000 
Product B: 400 units @ $15 _6,000 
$8,000 

Joint cost allocated to A: $1,000 x ($2,000 + $8,000) = $ 250 
Joint cost allocated to B: $1,000 x ($6,000 + $8,000) = 750 
Total allocated joint cost $1,000 


9.3.2 Sales Values Not Available at Split-off 


If sales values at split-off are not available because there are no markets for the joint products at 
split-off, then sales values at split-off must be derived using the following formula: 


Sales value at split-off = Final selling price — Identifiable costs incurred after split-off 
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Example 8 Joint Cost Allocation: No Sales Value at Split-off 


Facts: Smith Company produces two joint products: F and G. Joint production costs for 
October were $30,000. During October, further processing costs beyond the split-off point 
(separable costs), needed to convert the products into saleable form, were $16,000 and 
$24,000 for 1,600 units of F and 800 units of G, respectively. F sells for $25 per unit and G sells 
for $50 per unit. Smith uses the net realizable value method for allocating joint product costs. 


Required: Determine the joint costs to be allocated to F and G during October. 


Solution: 
Product F: Net realizable value 
Sales value, $25 per unit x 1,600 units $40,000 
Further processing costs (16,000) 
Net realizable value $24,000 
Product G: Net realizable value 
Sales value, $50 per unit x 800 units $40,000 
Further processing costs (24,000) 
Net realizable value 16,000 
Total net realizable value $40,000 
Joint costs allocated to F: $30,000 x ($24,000/ $40,000) $18,000 
Joint costs allocated to G: $30,000 x ($16,000/$40,000) 12,000 
Total joint costs $30,000 


9.4 Service Departments Cost Allocation to Joint Products 


The allocation of service department costs to joint products can be accomplished by using the 
joint products unit-volume relationship. 


9.5 By-products 


By-products represent outputs of relatively minor value that are incidental to a manufacturing 
process. By-products have relatively low sale values that are not sufficient to cover their share 
of common costs (otherwise, they would be joint products). Revenue accounting can take one of 
two forms: 


1. Applied to Main Product 


Any proceeds from the sale of by-products are a reduction to common costs for joint 
product costing. The revenue earned from their sale is credited to joint costs incurred either 
at the time of production or the time of sale. 


2. Miscellaneous Income 


As an alternative, revenue from the sale of by-products may be credited to miscellaneous 
income. 
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9.6 By-product Costing vs. Joint Costing 


Decisions regarding whether to use by-product costing or joint costing are practical ones, and 
they depend on relative demand. 


Before the invention of the automobile, gasoline produced when oil was refined had 
no value and was scrap for disposal. After the invention of the automobile, gasoline 
was first priced as a by-product and then priced as a joint product (when demand for 
gasoline increased). 
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1 Performance Measures Overview 


Both financial and nonfinancial measures are ultimately designed to provide feedback that will 
motivate appropriate employee behaviors. Feedback tied to self-interest is most effective. The 
issue associated with any performance measurement system is the appropriate linkage of 
measures, incentives, and goals. 


Financial measures of performance include benchmarking (both external and internal), financial 
scorecards (including the balanced scorecard), and costs of quality. Financial measures may be 
calculated from information contained in the GAAP financial statements as well as other non- 
GAAP based financial reports. Nonfinancial measures do not tie to financial statement numbers 
but provide other means of assessing performance. 


2 Benchmarking 


Benchmarking is the process of measuring processes, products, and services against industry 
leaders. Benchmarking falls into three primary categories as shown below: 


1. Process benchmarking: understanding and optimizing processes 


2. Strategic benchmarking: comparing business models and approaches to strengthen strategies 


3. (Functional) performance benchmarking: comparisons based solely on outcomes 
Benchmarks can be both external and internal. 


2.1 External Benchmarks 


External benchmarking involves analyzing how a specific business compares to others in its 
industry, with the goal of understanding where a business falls short and what they can do 
better. Looking at competitor products and services, marketing efforts, financial ratios, and 
other efficiencies can help uncover areas where a company can improve. 


Productivity is defined as the measure of the ratio of the outputs achieved to the inputs of 
production. Productivity is a measure of efficiency and uses the relationships derived from 
actual performance in comparison to similar organizations over time. Two types of productivity 
ratios are generally recognized. 


= Total Factor Productivity Ratios (TFP) 


Total factor productivity ratios (TFPs) reflect the quantity of all output produced relative to the 
costs of all inputs used. This ratio can be used to compare actual cost per unit production 
levels to budgeted (or a prior year's) production levels. 
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= Partial Productivity Ratios (PPRs) 


Partial productivity ratios (PPRs) reflect the quantity of output produced relative to the 
quantity of individual input(s) used. This ratio can be used to compare the actual levels 
of a production input needed to produce a given output, which may be used for a 
comparison with a budgeted (or a prior year's) input level. It is the most frequently used 
productivity measure. 


Example 1 Productivity Ratios 


Facts: Garden Furnishings Inc. produces outdoor garden sculptures for its high-end niche 
market. Each garden sculpture manufactured by the company includes two raw materials, 
with plastic being the largest product input. During the previous month, the company used 
20,000 pounds of plastic and 5,000 pounds of cement to produce 1,000 garden sculptures. 
Material prices at time of production were $1.25/lb. and $1.75/Ib. for plastic and cement, 
respectively. 


Required: Calculate the partial productivity ratio for plastic and the total factor 
productivity ratio. 


Solution: 
Based on the above, the direct material (plastic) partial productivity ratio is calculated 
as follows: 
PPR = Quantity of output produced/Quantity of input used 
= 1,000 units of garden sculptures/20,000 Ib. of plastic 
= 0.05 sculpture units per Ib. of plastic 


Using the above, the total factor productivity ratio is calculated as follows: 


TFP = Quantity of output produced/Costs of all inputs used 
1,000 garden sculptures/(20,000 x $1.25) + (5,000 x $1.75) 
1,000 garden sculptures/ $33,750 

= 0.02963 units of output per dollar of input cost 


2.2 Internal Benchmarking 


The goal of internal benchmarking is to find the best processes available to complete the work 
with the minimal amount of resources and effort. Comparisons of metrics and/or practices are 
made across different units, product lines, departments, programs, geographic locations, etc. 
within an organization. 


Internal benchmarks include a variety of techniques to find and analyze problems or measure 
performance. Among the most common quality-monitoring and investigative techniques are the 
procedures described below. 


= Control Charts 


Control charts are an important tool used in statistical quality control (SQC). This graphical 
tool is used to plot a comparison of actual results by batch or other suitable constant 
interval to an acceptable range. Control charts show whether there is a trend toward 
improved quality conformance or deteriorating quality conformance. 
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Control Chart 
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1. The control chart above demonstrates how individual batches/intervals of production fall 
within a range of quality specifications, from an acceptable upper limit of 15 occurrences 
to an acceptable lower limit of 5 occurrences, with production management establishing 
an average quality specification of 10 occurrences per batch/interval. 


2. To further extrapolate the results of the control chart above, assume that the 
company's machine makes batches of rubber tires, with each batch consisting of 
10,000 truck tires. Given management's historical experience with this production line, 
the company has set an upper-end defect rate of 15 tires per batch. The company has 
also established a lower-end defect rate of 5 tires per batch, as any amount set lower 
could result in production machine breakdown and repairs. 


3. The results graphically displayed on the control chart above indicate that the individual 
tire production batches/intervals are all within the upper (15) and lower (5) limit tire 
defect specifications for production. Furthermore, the pattern of production shows 
a general decline in defects as more batches were produced for each subsequent 
monthly time interval; the very last batch (No. 8) is an outlier with more tire defects (11) 
than the average of 10. 
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= Pareto Diagrams 


Pareto diagrams are used to determine the quality-control issues that are most frequent 
and often demand the greatest attention. A Pareto diagram demonstrates the frequency of 
defects from highest to lowest frequency. 


The Pareto diagram below shows the individual and cumulative frequency of six types of 
quality issues. Addressing half of the types of defects (Type 3, Type 2, and Type 1) would 
address three quarters (75 percent) of all defects. 


Pareto Diagram 
Incidents of defect by type 


100% 


Number 


40% 


Cumulative Percentage 


Facility 


= Cause-and-Effect (Fishbone) Diagram 


Once the most frequently recurring and costly defects/problems are identified by the Pareto 
diagram, a cause-and-effect diagram may be used to further analyze the defect. 


Cause-and-effect diagrams provide a framework for managers to analyze the problems 
that contribute to the occurrence of defects. Production processes that lead to the 
manufacturing of an item are displayed along a production line in a manner that looks like 
a fishbone. Managers use the diagram to identify the sources of problems in the production 
process by resource and take corrective action. 
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This fishbone diagram indicates that the main categories of potential causes of the defect 
(called "large bones") are machinery, method used, materials, and use of manpower. 
Individual factors under each primary factory can be added on ("bones") and provide more 
detailed reasons for the higher-level ("large bone") cause of the defect. For example, under 
"machinery," the diagram indicates that incorrect settings may be a specific cause for the 
defect. Although not shown here, additional "bones" may be added to the machinery "large 
bone," such as functional obsolescence and lack of sufficient machine downtime. 


Fishbone Diagram 


Machinery Materials 
Settings wrong Wrong consistency 
Defect 
_ Preparation Inexperienced 
incomplete workers 
Method Manpower 


3. ~=Nonfinancial and Non-GAAP Measures 


3.1 Nonfinancial Measures 


Companies use various nonfinancial measures to evaluate performance. Examples include the 
customer retention rate, employee turnover rate, labor productivity rate, and ticket response time. 


3.1.1 Customer Retention Rate 


A company's ability to retain current customers is critical because of the high cost associated 
with finding new customers. Happy customers provide a company with sustainable business, 
referrals, brand promotion, and valuable feedback. 
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The customer retention rate (CRR) is equal to: 


E-N 
te ——— 
$5 


E=number of total customers at the end of the period 
N = number of new customers added within the period 
S = number of existing customers to start the time period 


y, 


The higher this number is, the more customers have been retained by the company. The inverse 
of the customer retention rate is the churn rate (1 - CRR). If the customer retention rate is 
80 percent, the churn rate is 20 percent. 


A company had 1,400 customers at the beginning of the fiscal year. They added 240 new 
customers during the year and had 1,500 customers at year-end. 


The customer retention rate is equal to [(1,500 - 240)/1,400] = 0.90 = 90%. The company 
has retained 90% of its customers (while losing 10%). The number of customers lost is 140, 
which is equal to 1,400 original + 240 new - 1,500 at year-end. 


3.1.2 Employee Turnover Rate 


It is very costly to lose employees, as replacing them means having to replace their expertise and 
efficiencies. There are differences between voluntary and involuntary employee turnover, and 
losing people to promotional opportunities within the organization is much better than losing 
them to the outside. 


The employee turnover rate (ETR) is equal to: 


ETR = —— 
AE 


EL = summation of the total number of employees who 
leave within a specific time period 


AE = average number of employees who work within the 
selected time frame 
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32 employees leave the company over the course of the fiscal year. The average number of 
employees who worked throughout the year was 200. 


The turnover is equal to (32/200) = 0.16 = 16%. 


3.1.3 Labor Productivity Rate 


The labor productivity rate is equal to the total output of a company divided by the total number 
of hours worked. A higher ratio is better, as it implies greater productivity relative to the amount 
of effort by employees. 


The labor productivity rate (LPR) is equal to: 
O 


LPR =——— 
HW 


O = total output 
HW = total hours worked 


A company produces 5,200 units of a product over 1,300 total hours worked, for a ratio 
of 4:1. If workers are able to maintain that level of productivity and work 1,400 hours next 
month, they will be able to produce 5,600 units of product. 


3.1.4 Ticket Response Time 


Ticket response time represents the total time elapsed between a customer initiating a ticket for 
service and an agent first responding to it. The goal is to reduce the amount of time it takes for a 
response. 


The IT department receives 120 tickets in the month of February. The average response 
time per ticket is 4.5 hours. The department head has a goal of reducing response time 

by 20 percent within three months. Although the department receives 150 tickets in the 
month of May, the results show an average response time per ticket of 3.5 hours. Reducing 
average response time by 1 hour represents a reduction of over 20 percent. 
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3.2 Non-GAAP Measures 


Non-GAAP measures are derived by taking GAAP measures and adjusting them in ways that 
better measure performance. Examples include EBITDA, free cash flow, core earnings, and 
adjusted net income for nonrecurring expenses. 


3.2.1 EBITDA 


EBITDA stands for earnings before interest, taxes, depreciation, and amortization and is used to 
evaluate a company's operating performance. The idea is that this measure removes factors that 
may differ between companies but do not impact operating performance. 


3.2.2. Free Cash Flow 


Free cash flow is the cash a company generates after taking into consideration cash outflows 
that support its operations and maintain its capital assets. It is cash after paying for operating 
expenses and capital expenditures and is calculated by taking net cash from operating activities 
and subtracting capital expenditures. 

3.2.3. Core Earnings 

Core earnings are the profits derived from a company's main or principal business. These 
earnings disregard one-time revenues or costs that are not a part of main business activities. 
3.2.4 Adjusted Net Income for Nonrecurring Expenses 


This measure takes net income and adjusts it by removing nonrecurring expenses which are not 
expected to impact the income statement in future years. 


4 Financial and Balanced Scorecards 


Financial scorecards take many forms, including budget versus actual and other variance 
reports, as well as overall analyses of business performance. Financial performance is often a 
function of organizational decisions and the performance objectives given to each segment. 


4.1 Types of Responsibility Segments 


Responsibility segments, sometimes referred to as strategic business units (SBUs), are generally 
classified by four financial measures (performance objectives) for which managers may be 
held accountable. SBUs are highly effective in organizing performance requirements and in 
establishing accountability for financial responsibility. 
1. Cost SBU 

Managers are held responsible for controlling costs. 


2. Revenue SBU 
Managers are held responsible for generating revenues. 


3. Profit SBU 
Managers are held responsible for producing a target profit (accountability for both 
revenues and costs). 

4. Investment SBU 


Managers are held responsible for return on the assets invested to produce the earnings 
generated by the SBU. 
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4.2 Areas of Accountability in Financial Scorecards 


The effectiveness of each strategic business unit is often subdivided into additional areas of 
accountability, including: 


= Product Lines 


Some strategic business units involve multiple products. Costs, sales, profits, or returns 
associated with each of these products can be analyzed for further insight into the sources 
of profits or losses. 


= Geographic Areas 


Strategic business units also cross geographic boundaries. Performance can generally 
be traced by geographic location or geographic market to provide additional insight 
into results. 


= Customer 


Often the most significant segment classification is a classification by major customer. The 
relative profitability or losses associated with any one customer may influence management's 
decisions to either drop the customer or to reevaluate the relationship in regard to any 
marginal benefits to the business (e.g., contribution of the customer to fixed costs, etc.). 


4.3 Contribution Reporting 


Profit SBUs are normally responsible for generating a level of profit in relation to controllable 
costs. Contribution reporting formats are generally used to clearly show the degree to which the 
profit that strategic business units have generated has covered variable or controllable costs. 


4.3.1 Contribution Margin 


Contribution margin measures the excess of revenues over variable costs (or the contribution to 
fixed costs) for a company or division. 


4.3.2 Controllable Margin 


Contribution by SBU is a refinement of contribution margin reporting and represents the 
difference between contribution margin and controllable fixed costs. Controllable fixed costs are 
costs that managers can influence in less than one year (e.g., advertising and sales promotion). 


4.3.3 Allocation of Common Costs 


Managers have control over variable costs and over controllable fixed costs. Financial scorecards 
that use contribution reporting factor in these costs. Common costs are not controllable. 
Approaches to the rational allocation of central administrative costs must be understood by 
responsible managers and must be fair and logical. Employees are more motivated to achieve 
corporate goals if they believe that common costs do not represent an arbitrary burden. 
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Delta Manufacturing has four regions that it has organized into profit strategic business 
units. Delta's management has designed a financial performance evaluation report that 
focuses on contribution margin and controllable margins. The report is designed as follows: 


Delta Manufacturing Performance Evaluation 


Untraceable 
Region1 Region2 Region3 Region 4 Costs Total 


Revenues $ 200 $ 300 $ 150 $450 $ - $1,100 
Variable costs _(150) _(250) (125) (350) _ = __(875) 
Contribution margin 50 50 25 100 - 225) 
Controllable fixed costs m(25) me (25) _ (10) _ (50) _ = _ (110) 
Controllable margin 25 25 15 50 - is 
Noncontrollable fixed costs _ (15) _ (15) __ (6) _ (44) eS ___(80) 
Contribution by SBU 10 10 i) 6 - 35 
Untraceable costs __- __- __- _ = _(20) ___(20) 
Operating Income $ 10 $ 10 $9 $6 $(20) S115 


4.4 Balanced Scorecard 


The balanced scorecard gathers information on multiple dimensions of an organization's 
performance defined by critical success factors necessary to accomplish the firm's strategy. 
Critical success factors are classified as: 


= Financial 

= Internal business processes 

=m Customer satisfaction 

= Advancement of innovation and human resource development (learning and growth) 


Typically, the scorecard describes the classifications of critical success factors, the strategic goals, 
the tactics, and the related measures associated with strategic and tactical goals. 
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Instafab Manufacturing is building its business using a cost leadership strategy. The 
management of Instafab has identified four strategic goals, one associated with each 
classification of critical success factors, to help its business grow. The strategic goals are: 


1. Capturing additional market share 

2. Maintaining low costs that are supported by low prices 
3. Becoming a low-price leader 

4. Linking strategy with reward and recognition 


Help Instafab design tactics to achieve its strategic goals, define measures it might use, and 
organize them in the manner of a balanced scorecard. 


Legend: 

Tactics Measures 
Financial Perspective 
Strategic goals Capture increasing market share Company vs. industry growth 
Critical success factors Maintain customer base Volume trend line 
Tactics and measures Steadily expand services Percentage of sales from 


new products 


Internal Business Processes 


Strategic goals Maintain low costs that are Costs compared to 
supported by low prices competitor 

Critical success factors Maintain consistent production First pass rates 

Tactics and measures Improve distribution efficiency Percentage of perfect orders 


Customer Perspective 


Strategic goals Become a low-price leader Our cost vs. competition 
Critical success factors Anticipate customer needs Percentage of products in 

before competitors R&D being test-marketed 
Tactics and measures Increase customer satisfaction | Customer surveys 


Advance Learning and Innovation (Human Resources) 


Strategic goals Link strategy with reward Net income per dollar of 
and recognition variable pay 
Tactics and measures Promote entrepreneurial culture Annual reports 
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5 Costs of Quality 


Quality is broadly defined by the marketplace as a product's ability to meet or exceed customer 
expectations. 


The cost of quality includes costs associated with activities related to conformance with quality 
standards and opportunity costs or activities associated with correcting nonconformance with 
quality standards. 


5.1 Conformance Costs 


The costs of ensuring conformance with quality standards are classified as prevention and 
appraisal costs. 


5.1.1. Prevention Costs 


Prevention costs are incurred to prevent the production of defective units. This includes such cost 
elements as: 


Employee training 

Inspection expenses (for raw materials coming in) 
Preventive maintenance 

Redesign of product 

Redesign of processes 


Search for higher-quality suppliers 
5.1.2 Appraisal Costs 


Appraisal costs are incurred to discover and remove defective parts before they are shipped to 
the customer or the next department. These costs include: 


= Statistical quality checks 

m= Testing 

= Inspection (for completed products to be shipped) 
= Maintenance of the laboratory 


5.2.  Nonconformance Costs 


The costs of nonconformance with quality standards are classified as internal and external costs. 
Nonconformance costs are often difficult to compute because most of these costs are in the form 
of opportunity costs (e.g., lost sales or reputation damage). 


5.2.1. Internal Failure 


Internal failure costs are the costs to cure a defect discovered before the product is sent to the 
customer. These costs include: 


Rework costs 

Scrap 

Tooling changes 
Costs to dispose 
Cost of the lost unit 


Downtime 
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5.2.2 External Failure 


External failure costs are the costs to cure a defect discovered after the product is sent to the 
customer. These costs include: 


m= Warranty costs 
Cost of returning the good 
Liability claims 


Lost customers 


Reengineering an external failure 


5.3. Quality Reporting 


"Cost of quality" reports display the financial result of quality. An inverse relationship between 
conformance and nonconformance costs exists. Increased investment in conformance costs 
should result in decreases in nonconformance costs, while the consequence of reduced 
investment in conformance costs may result in increased nonconformance costs. 


Appraisal includes the costs incurred (e.g., statistical quality control, inspection, and testing) to 
identify defective products or services. 


Prevention includes the costs incurred (e.g., engineering or training) to prevent the production 
or delivery of defective products or services. 


Internal failure is the cost of defective parts or lost production time (e.g., scrap and rework). 


External failure is the cost of returns and lost customer loyalty due to defective products 
or services. 


Glass Products Inc. (GPI) experienced several internal failure costs in the past operating 
year, including significant production downtime and batch rework costs. Additionally, GPI 
had external failure costs after shipping glass products to its customers, including material 
costs pertaining to product returns and lost customers. 


At the beginning of the current operating year, the company's production manager was 
replaced. The new manager, in his first week on the job, hired a statistical quality technician 
to test the products as they exited the production line. The new production manager then 
implemented quarterly employee training, preventive maintenance measures, and weekly 
inspections by line supervisors. Through the first half of the year, these appraisal and 
prevention measures have reduced production downtime by 90 percent and have reduced 
the company's scrap costs by 50 percent. As a result of these prevention measures, the 
company has also experienced fewer glass product returns and has lost no customers in 
the current operating year. 
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NOTES 
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Projection and 
Forecasting Techniques 


1 Projection Techniques 


Projections are prepared to show multiple, hypothetical ("what-if") scenarios and courses of 
action that a business might follow. Projections are typically prepared for internal use and can 
assist managers in making decisions regarding products, acquisitions, revenues, expenses, etc. 


Sensitivity and scenario analyses are frequently used to project revenues, costs, and profitability. 


1.1. Sensitivity ("What-If") Analysis 


Sensitivity analysis is the process of experimenting with different parameters and assumptions 
regarding a model and cataloging the range of results to view the possible consequences of a 
decision. Sensitivity models often use probabilities to approximate reality. 


Example 1 Sensitivity Analysis 


Facts: July sales for Besser Company are projected to be $100,000, with cost of goods sold 
of $60,000 and general/administrative expenses of $25,000. The CFO has determined that 
variability in sales has the biggest impact on profitability and she wants to determine the 
effect on operating income if sales dollars are over-/underestimated by 25 percent. 


The CFO assumes that cost of goods sold will consistently be 60 percent of sales and 
general/administrative expenses will stay constant at $25,000. 


Required: Project operating income using the assumptions that sales at $100,000 are 
overestimated by 25 percent, correct, or underestimated by 25 percent. 


Solution: 
Sales Sales Sales 
Overestimated Correctly Underestimated 

by 25% Estimated by 25% 
Sales $75,000 $100,000 $125,000 
Cost of goods sold (45,000) (60,000) (75,000) 
General/administrative (25,000) (25,000) (25,000) 
Operating Income $ 5,000 $ 15,000 $ 25,000 


Because cost of goods sold remains a fixed percentage of sales, and general/administrative 
expenses remain constant (and therefore independent of sales), the biggest impact on 
operating income will result from sales being different from estimates. 
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1.2 Scenario Analysis 


In preparing models for future periods, managers may prepare multiple different scenarios 
which represent alternative possible outcomes. Budgets will be prepared under each scenario 
and then probabilities may be assigned in order to come up with weighted totals. 


Example 2 Scenario Analysis 


Facts: In preparing its budgets for the coming year, Ridge Company projects three 
scenarios for revenues: 


© Optimistic scenario (30 percent likelihood): 5 percent sales growth 

e Pessimistic scenario (20 percent likelihood): 5 percent sales decline 

e Most likely scenario (50 percent likelinood): No sales growth/decline 

Required: If sales in the previous fiscal year were $40 million, project sales for next year. 
Solution: 

e Expected sales growth/decline: (30% x 5%) + (20% x -5%) + (50% x 0%) = 0.5% growth. 


e $40 million x (1.005) = $40.2 million in projected sales for next year. 


2 Regression Analysis 


Linear regression is a method for studying the relationship between two or more variables. 

One use of linear regression is to predict the value of a dependent variable [e.g., total cost (y)] 
corresponding to given values of the independent variables [e.g., fixed costs (a), variable cost per 
unit (8), and production expressed in units (x)]. 


2.1 Simple Linear Regression Model 


Regression analysis explains variation in a dependent variable as a linear function of one or 
more independent variables. Simple regression involves only one independent variable. Multiple 
regressions involve more than one independent variable. 


= Components of the Simple Linear Regression Model: The simple linear regression model 
takes the following form: 


y=at Bx 
Where: 
_ The dependent variable (the variable we are trying to explain). For 
y example, y might be total costs measured in dollars for a cost function. 
ee The independent variable (the regressor). The variable that explains y. 
For example, in a cost function, x would be total activity (or output). 
fe The y-axis intercept of the regression line. For example, if y is total costs, 


a would measure total fixed costs. 


The slope of the regression line. For example, if y is total costs, and x is 
B = output, B measures the change in total costs due to a one-unit change in 
output (variable cost per unit). 
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= Application: If y is total costs and x is total activity or output, one goal of regression analysis 
would be to predict total costs (y, the dependent variable) based on observed total activity 
or output. Questions on the CPA Exam expect you to predict total cost. 


2.2 Statistical Measures to Evaluate Regression Analysis 


2.2.1 The Coefficient of Correlation (r) 


= Definition: The coefficient of correlation measures the strength of the linear relationship 
between the independent variable (x) and the dependent variable (y). In standard notation, 
the coefficient of correlation is "r." 


= Interpretation: The range of "r" is from -1.00 to +1.00, as follows: 


x xX xX 
Positive Correlation +1.00 Inverse Correlation —1.00 No Correlation 0.00 


Correlation Coefficient Variation 


e Perfect Positive Correlation (+1.00): The dependent and independent variables move 
together in the same direction. An increase (decrease) in the independent variable 
produces an equivalent increase (decrease) in the dependent variable. 


e Perfect Inverse Correlation (-1.00): The dependent and independent variables move 
in equivalent opposite directions. An increase (decrease) in the independent variable 
produces an equivalent decrease (increase) in the dependent variable. 


e No Correlation (0.00): The dependent and independent variables are not related ina 
linear fashion. Movement in the independent variable cannot be used to predict the 
movement in the dependent variable. 


= Projecting Total Cost: When predicting total cost (the dependent variable) as a function 
of fixed costs, variable costs, and volume (the independent variable), management's 
expectation is that the correlation coefficient will be somewhere between 0.00 and 1.00. 
As more units of a given product are produced, a reasonable expectation is that total costs 
will increase. 


2.2.2 The Coefficient of Determination (R7) 


= Definition: The coefficient of determination (R2) is the proportion of the total variation in 
the dependent variable (y) explained by the independent variable (x). Its value lies between 
zero and one. 


= Interpretation: The higher the R2, the greater the proportion of the total variation in y 
that is explained by the variation in x. That is, the higher the R2, the better the fit of the 
regression line. 
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Based on looking at five years of data on fixed costs and variable costs per unit, Raxan 

Inc. determines that its fixed and variable costs in the next year will be $16,000 and $4.50 
per unit, respectively. Raxan has determined that the correlation coefficient between the 
independent and dependent variable is equal to 0.90. The R for the regression equation 

y (total costs) = $16,000 + $4.50x, with x being volume, is equal to 0.81. An R2 of 0.81 means 
that 81 percent of the change in total cost during a period can be attributed to changes 

in volume. 


3. High-Low Method 


The high-low method is a simple technique that is used to estimate the fixed and variable 
portions of cost, usually production costs. 


3.1 Procedures 
3.1.1. Gather Data 


Compare the high and low volumes and costs (ignoring any obvious aberrations). Outliers, which 
are unuSually high or low volumes, are eliminated. 


3.1.2 Analyze Data 


= Divide the difference between the high and low dollar total costs by the difference in high 
and low volumes to obtain the variable cost per unit. 


m Use either the high volume or the low volume to calculate the variable costs by multiplying 
the volume times the variable cost per unit. 


= Subtract the total calculated variable cost from total costs to obtain fixed costs. 


3.1.3. Formulate Results 


The result enables preparation of a flexible/performance budget by identifying total fixed costs 
and variable costs per unit. This may be used to estimate total costs at any volume. 


3.2 Flexible Budget Formula 


The result of the high-low method is called a total cost formula and, sometimes, a flexible 
budget formula (or equation). 


3.2.1 Flexible Budget 


A flexible budget is a series of budgets that are prepared for a range of activity levels rather than 
a single activity (in which variable costs are adjusted to the level of activity and fixed costs are 
held constant). 
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3.2.2 Formula 


This formula defines total costs as equal to the fixed costs plus the variable costs per unit times 
the units. The flexible budget formula is then used to estimate total cost at any volume. 


per unit * of units 


Total cost Fixed cost Paes cost eel 


Period Units/Volume Cost 
January 1,200 $9,000 
February 1,000 8,450 
March 1,050 8,600 
April 1,130 8,750 
May 1,400 9,550 
June 1,200 9,000 
High 1,400 9,550 
Low 1,000) (8,450) 
Difference between high and low __ 400 $1,100 


Variable cost per unit = $1,100 / 400 units = $2.75 per unit 
Using either the high or the low will produce the same total fixed-cost result: 


High Or: Low 
Units _1,400 _1,000 
Total cost of units $9,550 $8,450 
Variable costs @ $2.75 per unit (3,850) (2,750) 
Total fixed costs $5,700 = $5,700 


Total costs = Fixed costs + (Variable costs per unit x Number of units) 
Total costs = $5,700 + ($2.75 x Number of units) 
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4 Learning Curve 


Learning curve analysis is based on the premise that as workers become more familiar with 
a specific task, the per-unit labor hours will decline as experience is gained and production 
becomes more efficient. 


= This analysis is used to set standards and to project costs, as variable costs per unit should 
decline until a steady-state period is achieved. Once steady state occurs, labor hours per 
unit will remain constant. 


= In order for learning curve analysis to be applied, the activity itself must be repetitive 
in nature, involve intense labor, and have little to no labor force turnover or breaks in 
production. 


= The calculation begins with the first unit/batch. As cumulative production doubles (from one 
unit to two units, to four units, to eight units, etc.), cumulative average time per unit falls to a 
fixed percentage (the learning curve rate) of the previous average time. 


Example 3 Learning Curve 


Facts: It takes the Jones Production Company 50 hours to produce the first unit of its 
only product. 


Required: Assuming a 70 percent learning curve, estimate the average time and total to 
produce 2 units, 4 units, and 8 units. 


Solution: 

2 Units 

What is the average time it takes Jones to produce 2 units? 
Average time (2 units) = 50 hours x 0.70 = 35 hours 

What is the total time it takes Jones to produce 2 units? 
Total time (2 units) = 35 hours x 2 units = 70 hours 

4 Units 

What is the average time it takes Jones to produce 4 units? 
Average time (4 units) = 35 hours x 0.70 = 24.5 hours 

What is the total time it takes Jones to produce 4 units? 
Total time (4 units) = 24.5 hours x 4 units = 98 hours 

8 Units 

What is the average time it takes Jones to produce 8 units? 
Average time (8 units) = 24.5 hours x 0.70 = 17.15 hours 

What is the total time it takes Jones to produce 8 units? 
Total time (8 units) = 17.15 hours x 8 units = 137.2 hours 
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5 Cost-Volume-Profit (CVP) Analysis 


Cost-volume-profit (CVP) analysis is used by managers to forecast profits at different levels of sales 
and production volume. The point at which revenues equal total costs is called the breakeven 
point. Cost-volume-profit analysis is synonymous with breakeven analysis. 


5.1 Assumptions 


5.1.1 General Assumptions 

= All costs can be separated into either variable or fixed costs. 
Volume is the only relevant factor affecting cost. 

All costs behave in a linear fashion in relation to production volume. 


Cost behaviors are anticipated to remain constant over the relevant range of production. 


Costs show greater variability over time. The longer (shorter) the time period, the greater 
the percentage of variable (fixed) costs. 


=m The product mix remains constant. 
= Contribution approach (direct costing) is used rather than absorption approach. 


= Selling prices remain unchanged. 


6 Absorption Approach vs. Contribution Approach 


6.1 Absorption Approach 


The absorption approach, which is required for financial reporting under U.S. GAAP, does not 
segregate fixed and variable costs. 


The equation for the absorption approach follows: 


Revenue 


Less: cost of goods sold 


Gross margin 


Less: operating expenses 


Net income 


6.2 Contribution Approach 


The contribution approach to the income statement uses variable costing (also called direct 
costing). Although it does not represent generally accepted accounting principles, the 
contribution approach is extremely useful for internal decision making. 
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The equation for the contribution approach follows: 


Revenue 


Less: variable costs 
Contribution margin 
Less: fixed costs 


Net income 


Pass Key 


Variable costs include direct labor, direct material, variable manufacturing overhead, 
shipping and packaging, and variable selling expenses. 


Fixed costs include fixed overhead, fixed selling, and most general and administrative 
expenses. 


= Total or Per Unit: Revenue, variable costs, and contribution margin may be expressed in 
total and on a per-unit basis. 


= Unit Contribution Margin: Unit contribution margin is the unit sales price minus the unit 
variable cost. 


= Contribution Margin Ratio: The contribution margin ratio is the contribution margin 
expressed as a percentage of revenue. 


Va Pass Key 


The contribution ratio formula is expressed as follows: 


Contribution margin ratio = Contribution margin + Revenue 


6.3. Absorption Approach vs. Contribution Approach 


The difference between the absorption approach and the contribution approach is the treatment 
of fixed factory overhead. Selling, general, and administrative expenses are period costs under 
both methods. 


6.3.1 Treatment of Fixed Factory Overhead 


= Absorption Approach—Product Cost: Under the absorption approach (absorption costing), 
all fixed factory overhead is treated as a product cost and is included in inventory values. 
Cost of goods sold includes both fixed costs and variable costs. 


= Contribution Approach—Period Cost: Under the contribution approach (variable costing), 
all fixed factory overhead is treated as a period cost and is expensed in the period incurred. 
Inventory values include only the variable manufacturing costs, so cost of goods sold includes 
only variable manufacturing costs. 
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6.3.2 Treatment of Selling, General, and Administrative Expenses 


Selling, general, and administrative expenses are period costs used in the determination of net 
income under both methods. 


= Absorption Approach: Under the absorption approach, both variable and fixed selling, 
general, and administrative expenses are part of operating expenses and are reported on 
the income statement separately from cost of goods sold. 


= Contribution Approach: Under the contribution approach, the variable selling, general, 
and administrative expenses are part of the total variable costs for the contribution margin 
calculation. 


Je Pass Key 


Product costs Product costs 

e Direct materials e Direct materials 

e Direct labor e Direct labor 

e Variable manufacturing overhead e Variable manufacturing overhead 
Fixed manufacturing overhead 

Period costs Period costs 

e Variable and fixed selling, general, e Fixed manufacturing overhead 
and administrative expenses e Variable and fixed selling, general, 


and administrative expenses 


6.3.3. Gross Margin vs. Contribution Margin 


The general income statement formats of both methods are presented below: 


Gross Margin Contribution Margin 
Absorption (Full Cost) Method Variable (Direct) Cost Method 
Sales $XX | Sales $XX 
. Less: variable cost of goods sold 
Less: cost of goods sold a (excludes fixed overhead) (X) 
Less: variable selling and 
* 
Gress mars! ms administrative expense _(X) 
Less: variable selling and Bis : 
administrative expenses (X) CONE OMON Menem ws 
Fixed selling and administrative ieee: Fimeclexoenses 
expenses _(X) : P 
Operating income $XX Fixed manufacturing overhead (X) 
Fixed selling and administrative 
expenses 1) 
Operating income $XX 


*Gross profit margin may also be stated as a percentage, which is calculated as gross margin (or 
profit) divided by net sales. 
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6.4 Effect on Income 


If all production is sold every period, both methods produce the same operating income figures. 
However, if the number of units sold is more or less than the number of units produced, the 
operating income figures will be different. 


6.4.1. Production Greater Than Sales 


If units produced exceed units sold, then some units are added to ending inventory and income 
is higher under absorption costing than under variable costing. 


m Under absorption costing, a portion of the fixed manufacturing overhead is included with 
each unit in ending inventory. 


=m Under variable (direct) costing, all fixed manufacturing overhead is considered a period cost 
and is expensed during the period. 


6.4.2 Sales Greater Than Production 


If units sold exceed units produced, then ending inventory is less than beginning inventory and 
income is lower under absorption costing than under variable costing. 


=m Under absorption costing, the fixed manufacturing overhead carried over from a previous 
period as a part of beginning inventory is charged to cost of sales. 


m Under variable (direct) costing, those fixed costs were charged to income in a prior period 
(when they were incurred). 


Pass Key 


Examiners frequently ask about the difference between variable costing net income and 
absorption costing net income. Follow the simple steps below to compute the difference: 


e Step 1: Compute fixed cost per unit (Fixed manufacturing overhead/Units produced) 

e Step 2: Compute the change in income (Change in inventory units x Fixed cost per unit) 
e Step 3: Determine the impact of the change in income: 

No change in inventory: Absorption net income = Variable net income 

Increase in inventory: Absorption net income > Variable net income 


Decrease in inventory: Absorption net income < Variable net income 


6.5 Benefits and Limitations of Each Method 
6.5.1 Absorption (GAAP) Costing 


Although absorption costing is required by GAAP, net income under this method is less reliable 
for performance evaluation purposes than variable costing because inventory levels (which 
include fixed costs) impact the bottom line. 


6.5.2 Variable (Direct) Costing 


This method allows for the easy separation and tracing of variable and fixed costs. Net income 
is more reliable because inventory levels do not impact net income, and contribution margin 
calculations are isolated. However, variable costing is not GAAP and cannot be used for external 
financial reporting. 
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Absorption Contribution 


Method Method 

Costs Total Costs Product Cost Product Cost 
Direct materials $1.00 $1.00 $1.00 
Labor 

Direct 4.00 4.00 4.00 

Indirect (fixed building maintenance) 0.50 0.50 - 
Overhead 

Variable 1.50 1.50 1.50 

Fixed 2.00 2.00 = 
Commissions to salesman 1.00 = = 
Freight out __0.80 = es 
Total $10.80 $9.00 $6.50 


7 ‘Breakeven Analysis 


Breakeven analysis determines the sales required (in dollars or units) to achieve zero profit 
or loss from operations. In determining the amount in revenues required to break even, 
management must estimate both fixed costs overall and variable costs on a per-unit basis. 


Example 4 Breakeven Analysis 


Facts: The following information is applicable to Green Grass Industries and will be used 
for all of the examples in the next several sections: 


e Sales price per unit of $125 and variable costs per unit of $50. The contribution margin 
per unit is $75 ($125 - $50) and the contribution margin ratio is 60 percent ($75/$125). 


e Fixed costs of $150,000. 


e Desired pretax profit of $60,000, a tax rate of 40 percent, and desired after-tax profit 
of $36,000. 


e Potential unit sales of 2,500 at the current sales price, and a maximum of 3,000 in unit 
sales to reach market saturation. 
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7.1. Breakeven Point in Units 


The contribution approach to the income statement makes it easy to calculate the breakeven 
point in either units or sales dollars. 


The breakeven point in units can be determined by dividing the unit contribution margin into the 
total fixed costs: 


Total fixed costs 
Contribution margin per unit 


Example 4 Breakeven Analysis (continued) 


Facts: The same as the first part of Example 4. 


Breakeven point in units = 


Required: Calculate Green Grass' breakeven point in units. 
Solution: Breakeven point in units = $150,000 / $75 = 2,000 units 


The company will need to sell 2,000 units in order to recover its variable costs of $50 per 
unit and its total fixed costs of $150,000. 


7.2. Breakeven Point in Dollars 


There are two approaches to computing breakeven in sales dollars. 


1. Contribution Margin per Unit: Compute the breakeven point in units using the contribution 
margin per unit, and then multiply those breakeven units by the selling price per unit: 


Breakeven point in dollars = Unit price x Breakeven point (in units) 


Example 4 Breakeven Analysis (continued) 


Facts: The same as the first part of Example 4. 
Required: Calculate Green Grass' breakeven point in dollars, using breakeven units. 
Solution: Breakeven point in dollars = $125 x 2,000 units = $250,000 


The company will need sales of $250,000 in order to cover total variable costs of 
$100,000 (2,000 units x $50 per unit) and total fixed costs of $150,000. 
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2. Contribution Margin Ratio: Divide total fixed costs by the contribution margin ratio 
(i.e., the contribution margin as a percentage of revenue per unit or unit price): 


Total fixed costs 


Breakeven pointin dollars = —— 
Contribution margin ratio 


Example 4 Breakeven Analysis (continued) 


Facts: The same as the first part of Example 4. 


Required: Calculate Green Grass' breakeven point in dollars, using the contribution 
margin ratio. 


Solution: Breakeven point in dollars = $150,000 / 60% = $250,000 


7.3. Required Sales Volume for Target Profit 


Breakeven analysis can be extended to calculate the unit sales or sales dollars required to 
produce a targeted profit. Although profit figures are most relevant on an after-tax basis, the 
amount that must be added to the breakeven computation in order to calculate the required 
sales dollars/units must be a before-tax profit amount. This is done for the purposes of 
maintaining consistency with the pretax sales and pretax cost figures used in the calculation. 


7.3.1 Sales Units Needed to Obtain a Desired Profit 
The formula is modified to treat the desired profit before taxes as another fixed cost. 


Sales (units) = (Fixed cost + Pretax profit)/Contribution margin per unit 


Example 4 Breakeven Analysis (continued) 


Facts: The same as the first part of Example 4. 


Required: Calculate Green Grass' unit sales needed in order to achieve its desired pretax 
profit of $60,000. 


Solution: Sales (units) = ($150,000 + $60,000) / $75 = 2,800 units 


Green Grass must sell 2,800 units in order to cover its fixed and variable costs and 
to achieve its desired pretax profit of $60,000. 
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7.3.2 Sales Dollars Needed to Obtain a Desired Profit 


There are two approaches to computing the sales dollars needed to achieve a desired profit. 


1. Summation of Total Costs and Profits 


Sales dollars = Variable costs + Fixed costs + Pretax profit 


Example 4 Breakeven Analysis (continued) 


Facts: The same as the first part of Example 4. 


Required: Calculate Green Grass' sales (in dollars) needed in order to achieve its desired 
pretax profit. 


Solution: Total variable costs = 2,800 units x $50 per unit = $140,000 
Sales (dollars) = $140,000 + $150,000 + $60,000 = $350,000 


Green Grass must have sales of $350,000 in order to cover its variable and fixed costs and 
achieve its desired $60,000 pretax profit. 


2. Contribution Margin Ratio 


Fixed cost + Pretax profit 
Contribution margin ratio 


Example 4 Breakeven Analysis (continued) 


Facts: The same as the first part of Example 4. 


Sales = 


Required: Calculate Green Grass' sales (in dollars) needed in order to achieve its desired 
pretax profit. 


Solution: Sales (dollars) = ($150,000 + $60,000)/60% = $350,000 
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7.4 Predicting Profits Based on Volume 


After breakeven has been achieved, each additional unit sold will increase net income by the 
amount of the contribution margin per unit. 


Example 4 Breakeven Analysis (continued) 


Facts: The same as the first part of Example 4. 


Required: Calculate Green Grass' profit if the company sells 2,500 units. 


Solution: Profit = Units above the breakeven point x Contribution margin per unit 
= 500 x $75 = $37,500. 


The breakeven point calculated earlier was 2,000 units. For every unit sold above 2,000, 
the company will book a $75 profit. If it sells 2,500 units, that is 500 additional units above 
breakeven; those 500 units will provide a total profit of $37,500. 


7.5 Setting Selling Prices Based on Assumed Volume 


This analysis also may be used to derive a per-unit selling price necessary to cover all costs and 
the desired pretax profit given a specific volume limit. 


Sale price per unit = (Fixed costs + Variable costs + Pretax profit)/ Number of units sold 


Example 4 Breakeven Analysis (continued) 


Facts: The same as the first part of Example 4. 


Required: Calculate Green Grass' per-unit sales price needed to produce its desired pretax 
profit given the market saturation level of 3,000 units. 


Solution: Per-unit sales price = [$150,000 + (3,000 units x $50 per unit) + $60,000]/3,000 
= $120 per unit. 


If the company can sell 3,000 units at $120 per unit, it will cover all fixed costs, variable 
costs, and the desired pretax profit. 
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7.6 Margin of Safety Concepts 


The margin of safety is the excess of sales over breakeven sales, and generally is expressed as 
either dollars or a percentage. 


7.6.1. Sales Dollars 


The margin of safety expressed in dollars is calculated as follows: 


Margin of safety (in dollars) = Total sales (in dollars) - Breakeven sales (in dollars) 


7.6.2 Percentage 
The margin of safety also can be expressed as a percentage of sales, as indicated below: 


Margin of safety in dollars 


Margin of safety percentage = 
Total sales 


7.7. Breakeven Charts 


Breakeven charts graphically display the results of breakeven analysis. 


Green Grass Industries 
Breakeven Chart: Pure Graph of Fixed Cost 
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8 Target Costing (Used for Target Pricing) 


Target costing is a technique used to establish the product cost allowed to ensure both 
profitability per unit and total sales volume. 


8.1 Cost Determination 


The concept of target costing uses the selling price of the product to determine the production 
costs to be allowed. 


The target cost of the product is the market price minus profit calculated as follows: 


Target cost = Market price - Required profit 


8.2. Implications of Target Costing 

If management commits to a target cost, serious measures must be employed to reduce costs. 
8.2.1 Compromised Quality 

The firm may have to sacrifice quality (by reducing costs), which can result in loss of sales. 


8.2.2 Increased Marketing and Downstream Costs 


Firms competing in this type of environment may incur increased downstream costs in an 
attempt to differentiate their products and create brand loyalty (and a competitive advantage). 


8.2.3 Product Redesign 


The product may have to be redesigned to provide for the reduction of costs throughout the life 
cycle of a product (referred to as the Kaizen method). 
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NOTES 
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4 Budgeting 


1 Operational and Tactical Planning 


Operational and tactical planning is the process of determining the specific objectives and 

means by which strategic plans will be achieved. Tactical (single-use) plans are short term and 
cover periods up to 18 months. An annual budget is a (type of) single-use tactical plan. Budgets 
translate the strategic plan and implementation into a period-specific operational guide. Placing 
responsibility for achievement of strategic goals in the hands of managers promotes routine 
accomplishment of strategy as part of the manager's job function. 


2 Budget Policies 


To effectively budget, an organization should implement formal budget policies that include the 
following key features. 


2.1 Management Participation 


Typically, a budget will extend for a period of one year and involve numerous individuals. The 
budget process normally involves a budget committee, which is charged with resolving disputes 
and making final decisions regarding major budget changes. 


2.2 Budget Guidelines 


Top management should provide guidelines for budget preparation based on the entity's strategic 
goals and long-term plan. These guidelines should include evaluating current conditions (results to 
date and goals for the period) and management directives related to budgets. 


3° Standards and Benchmarking 


Budgets frequently revolve around the development of standards. Standards have been referred 
to as per-unit budgets and are integral to the development of flexible budgets. 


3.1. Ideal and Currently Attainable Standards 


Standards are often set below expectations to motivate productivity and efficiency, but those 
standard costs must be revised periodically (generally once a year) to reflect changes in 
previously determined standards. 


3.1.1 Ideal Standards 


Ideal standards represent the costs that result from perfect efficiency and effectiveness in job 
performance. No provision is made for normal spoilage or downtime. 
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= Advantage: An advantage of using ideal standards is the implied emphasis on continuous 
quality improvement (CQI) to meet the ideal. 


= Disadvantage: A disadvantage is the demotivation of employees by the use of unattainable 
standards. 


3.1.2 Currently Attainable Standards 


Currently attainable standards represent costs that result from work performed by employees 
with appropriate training and experience but without extraordinary effort. Provisions are made 
for normal spoilage and downtime. 


= Advantage: Fosters the perception that standards are reasonable. 


= Disadvantage: Required use of judgment and potential manipulation. 
3.2. Authoritative and Participative Standards 


3.2.1 Authoritative Standards 
Authoritative standards are set exclusively by management. 


= Advantage: Authoritative standards can be implemented quickly and will likely include 
all costs. 


= Disadvantage: Workers might not accept imposed standards. 


3.2.2 Participative Standards 


Participative standards are set by both managers and the individuals who are held accountable to 
those standards. 


= Advantage: Workers are more likely to accept participative standards. 


= Disadvantage: Participative standards are slower to implement. 


4 Master Budgets 


A master budget (or "annual business plan") documents specific short-term operating 
performance goals for a period, normally one year or less. The plan normally includes an 
operating (nonfinancial) budget as well as a financial budget that outlines the sources of funds 
and detailed plans for their expenditure. 


4.1 Overview 


4.1.1 Purpose 


Annual business plans are prepared to provide comprehensive and coordinated budget guidance 
for an organization consistent with overall strategic objectives. Master budgets are alternatively 
referred to as static budgets, annual business plans, profit planning, or targeting budgets. 


4.1.2 Components 


A master budget generally comprises operating budgets and financial budgets prepared in 
anticipation of achieving a single level of sales volume for a specified period. The ultimate output 
of the annual business plan is a series of pro forma financial statements, including a balance 
sheet, an income statement, and a statement of cash flows. 
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4.1.3 Limitations of the Annual Plan 


Master Budget Confined to One Year at a Single Level of Activity: Budget amounts may 
be much different from actual results, even though the relationship between expenses 

and revenues is consistent. An annual static budget divided by 12 (to establish a monthly 
budget) may exaggerate variances due to seasonal or volume fluctuations. 


Reporting Output: The product of the process is a set of pro forma financial statements. 
Although familiar, pro forma financial statements may not provide the type of management 
information most useful to decision making. 


4.2 Mechanics of Master Budgeting 


The annual business-plan process produces the following budgets and reports: 


4.2.1 Operating Budgets 


Operating budgets are established to describe the resources needed and the manner in which 
those resources will be acquired. Operating budgets include: 


Sales budgets 
Production budgets 
Selling and administrative budgets 


Personnel budgets 


4.2.2 Financial Budgets 


Financial budgets define the detailed sources and uses of funds to be used in operations. 
Financial budgets include: 


Pro forma financial statements 
Cash budgets 


Mission | Strategy 


| 


Short-term objectives 


I Capital budget 


[| Sales budget aa 


Production budget Selling and administrative 
expense budget 
| | Operating 
Budgets 
Direct f Factory 
materials ae a overhead 
budget 9 budget 
, Cost of goods 
sold budget 
> Cash budget Financial 
Budgets 


Pro forma financial statements 
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5 Operating Budgets: Sales Budget 


C.. Sales budget "| 


Selling and 
administrative 
expense budget 


—— | L_, Operating 


Production 
budget 


Direct Direct Factory Budgets 
materials labor overhead 
budget budget budget 
| »| Cost of goods |, | 
sold budget 


The sales budget is the foundation of the entire budget process. The sales budget represents 
the anticipated sales of the organization in units and dollars. The sales budget is the first budget 
prepared and it drives the development of most other components of the master budget. Sales 
budget units drive the number of units required by the production budget. Sales budget dollars 
drive the anticipated cash and revenue figures. Inventory levels, purchases, and operating 
expenses are coordinated with sales levels. 


5.1 Sales Forecasting and Budgeting 


The sales budget is based on the sales forecast. Sales forecasts are derived from input received 
from numerous organizational resources, including the opinions of sales staff, statistical analysis 
of correlation between sales and economic indicators, and opinions of line management. Sales 
forecasts are developed after consideration of the following factors: 


= Past patterns of sales 

Sales force estimates 
General economic conditions 
Competitors’ actions 
Changes in the firm's prices 
Changes in product mix 


Results of market research studies 


Advertising and sales promotion plans 
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Example 1 Sales Budget 


Facts: Blanchforte Stereo is a retailer of audio equipment. Blanchforte's sales manager 

is working with the controller to develop the sales budget for the next year. Blanchforte's 
sales manager knows that sales volume is seasonal and that it can be influenced by price 
and by promotions. The sales manager has developed the following sales forecasts based 
on units to be sold and average selling price. 


Assumptions for Forecasts 


First-quarter sales are often weak. The sales manager projects the following sales volumes 
for aggregate units and average prices. 


e 2,000 units at full retail of $75 
e 2,500 units assuming discounts down to $60 


Second-quarter sales strengthen somewhat for graduation and Father's Day promotions. 
A greater volume and ability to collect full retail can be anticipated based on promotions. 


e 3,000 units at full retail of $75 
e 4,000 units assuming discounts down to $60 


Third-quarter sales historically decline despite summer vacation and back-to-school 
promotions. 


e 1,500 units at full retail of $75 

e 2,000 assuming discounts down to $50 

Fourth-quarter sales spike in response to holiday spending. 
e 7,000 units at full retail of $75 

e 10,000 units at discounts down to $60 


Required: Use the sales forecasts to develop the sales budget, assuming that the company 
has selected a cost-leadership strategy. 


Solution: 
Q1 Q2 Q3 Q4 Total 
Sales (units) 2,500 4,000 2,000 10,000 
Average price x $60 x $60 x $50 x $60 
Total $150,000 + $240,000 + $100,000 + $600,000 = $1,090,000 
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6 Operating Budgets: Production Budget 


Sales budget 


Production Selling and 
budget administrative 
expense budget 
I | | Operating 
Direct Direct Factory Budgets 
materials labor overhead 
budget budget budget 


Cost of goods 
sold budget 


Production/inventory budgets are prepared for each product or each department based on 

the amount that will be produced, stated in units. The production budget is made up of the 
amounts spent for direct labor, direct materials, and factory overhead. The amount of the 
production budget is based on the amounts of inventory on hand and the inventory necessary 
to sustain sales. 


6.1 Establishing Required Levels of Production 


= The relationship between production, sales, and inventory levels is displayed in the 
following formula: 


Budgeted sales 
+ Desired ending inventory 
- Beginning inventory 


Budgeted production 


= Desired levels of inventory are normally a function of sales volume and seek to balance the 
risk of stockouts with the cost of maintaining inventory. 
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Example 2 Production Budget 


Facts: Carlisle Manufacturing is trying to estimate the level of production for the month 
of June. Assume that Carlisle wants safety stock in beginning inventory of 30 percent of 
estimated sales and that estimated sales for June and July are as follows: 


June — 40,000 
July —— 30,000 


Required: Compute the estimated inventory amounts and estimated production for June. 
Solution: 


Estimated inventory amounts: 


June July 
Sales 40,000 30,000 
Safety stock percentage x 30% x 30% 
Beginning inventory required 12,000 9,000 
Estimated production for June: 

Budgeted sales for June 40,000 

Desired ending inventory + 9,000 

Estimated beginning inventory - 12,000 

Budgeted production 37,000 


= Other Factors Affecting the Production Budget 
e Company policies regarding stable production 
e Condition of production equipment 
e Availability of productive resources 
e Experience with production yields and quality 


6.2 Direct Materials Budgets 


The direct materials required to support the production budget are defined by the direct 
materials purchases budget and the direct materials usage budget. 


6.2.1. Direct Materials Purchases Budget 


The direct materials purchases budget represents the dollar amount of purchases of direct 
materials required to sustain production requirements. 
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= Number of Units to Be Purchased: 


Units of direct materials needed for a production period 
+ Desired ending inventory at the end of the period 
- Beginning inventory at the start of the period 


Units of direct materials to be purchased for the period 


= Cost of Direct Materials to Be Purchased: 


Units of direct materials to be purchased for the period 
x Cost per unit 


Cost of direct materials to be purchased for the period (purchases at cost) 


6.2.2 Direct Materials Usage Budget (Cost of Direct Materials Used) 


The direct materials usage budget represents the number of units of direct materials required 
for production along with the related cost of those direct materials. 


Beginning inventory at cost 
+ Purchases at cost 
- Ending inventory at cost 


Direct materials usage (cost of materials used) 


6.3 Direct Labor Budget 


Direct labor budgets anticipate the hours and rates associated with workers directly involved 
in meeting production requirements. Direct labor hours are computed based on the hours 
necessary to produce each unit of finished goods. 


Budgeted production (in units) 

x Hours (or fractions of hours) required to produce each unit 
Total number of hours needed 

x Hourly wage rate 


Total wages 
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Example 3 Direct Materials and Labor Budgets 


Facts: Carlisle Manufacturing computed its budgeted production at 37,000 units to sustain 
budgeted sales of 40,000 units in the month of June. Four pounds of direct material are 
needed to produce each unit of finished product. We assume that new direct materials 
cost $10 per pound and that they were previously acquired for $9 per pound. Carlisle has 
48,000 pounds on hand at the beginning of June and has a desired direct materials ending 
inventory of 36,000. 


Two hours of direct labor at $20 per hour are needed to convert the direct materials to 
finished goods. 


Required: Prepare the direct materials and direct labor budgets for the month of June. 
Solution: 


Direct materials purchases 
Units of direct materials needed for a production period 


Budgeted production 37,000 units 
Pounds of direct material per unit x 4 pounds 
Total pounds needed 148,000 pounds 
+ Desired ending inventory at the end of the period 
Pounds of direct material 36,000 pounds 
- Beginning inventory at the start of the period 
Pounds of direct material (48,000) pounds 
Direct material to be purchased 136,000 
Cost per pound x $10 
Direct material purchases $1,360,000 
Direct materials usage budget (cost of direct materials used) 
Beginning inventory at cost (48,000 x $9) $432,000 
+ Purchases at cost 1,360,000 
- Ending inventory at cost (36,000 x $10) (360,000) 
= Direct materials usage (cost of materials used) $1,432,000 


Direct labor budget 


Budgeted production 37,000 units 
Hours of direct labor per unit x 2 hours 
Total hours needed 74,000 hours 
Rate per hour x $20 
Direct labor budget $1,480,000 
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6.4 Factory Overhead Budget 


Factory overhead includes the fixed and variable production costs that are not direct labor or 
direct materials. Factory overhead is applied to inventory (cost of goods manufactured and sold, 
below) based on a representative statistic (cost driver). Frequently, the rate is applied using 
direct labor hours. 


Example 4 Factory Overhead Budget 


Facts: Carlisle Manufacturing uses direct labor hours to apply variable factory overhead 
and has determined that its variable overhead rate is $5 per hour. Assume that the 
company used 74,000 direct labor hours according to the direct labor budget. 


Required: Compute the variable overhead to be applied to the cost of goods manufactured 
in the month of June. 


Solution: Budgeted overhead = 74,000 direct labor hours x $5 per hour = $370,000 


6.5 Cost of Goods Manufactured and Sold Budget 


The cost of goods manufactured and sold budget accumulates the information from the direct 
labor, direct material, and factory overhead budgets. 


6.5.1 Components of the Costs of Goods Manufactured and Sold Budget 


The cost of goods manufactured represents the sum of the budgets for each element of 
manufacturing as follows: 


= Direct labor 
= Direct material 
=m Factory overhead 


Cost of goods sold considers cost of goods manufactured in relation to beginning and ending 
inventories of finished goods as follows: 


Cost of goods manufactured 
+ Beginning finished goods inventory 
- Ending finished goods inventory 


Cost of goods sold 
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Example 5 Cost of Goods Manufactured and Sold 


Facts: Carlisle Manufacturing is preparing its budgeted cost of goods manufactured 
and budgeted cost of goods sold schedules for the month of June. It has developed the 
following information: 


Direct materials used $1,432,000 
Direct labor 1,480,000 
Factory overhead (variable) 370,000 
Factory overhead (fixed) 300,000 (given) 
Finished goods (beginning) 1,000,000 (given) 
Finished goods (ending) 750,000 (given) 


Required: Compute the cost of goods manufactured. 


Solution: 
Direct materials used $1,432,000 
Direct labor 1,480,000 
Factory overhead (variable) 370,000 
Factory overhead (fixed) 300,000 
Total cost of goods manufactured 3,582,000 
Plus finished goods, beginning 1,000,000 
Goods available 4,582,000 
Less finished goods, ending (750,000) 
Cost of goods sold $3,832,000 


6.5.2. Cost of Goods Sold and the Pro Forma Financial Statements 


The budgeted cost of goods sold amount feeds directly into the pro forma income statement. 
Budgeted cost of goods sold is matched with budgeted sales as a basis for budgeted 
gross margin. 
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7 ‘Operating Budgets: Selling and Administrative 
Expense Budget 


Sales budget 


Production Selling and 
budget administrative 
expense budget 


ge ee = 


Direct Direct Factory Budgets 
materials labor overhead 
budget budget budget 
| Cost of goods 
sold budget 


Selling and administrative expenses represent the fixed and variable nonmanufacturing 
expenses anticipated during the budget period. 


7.1. Components of Selling and General Administration Expense 


7.1.1 Variable Selling Expenses 
=m Sales commissions 
= Delivery expenses 
= Bad-debt expenses 
7.1.2 Fixed Selling Expenses 
=m Sales salaries 
m Advertising 
= Depreciation 
1.3. General Administrative Expenses (All Fixed) 
Administrative salaries 


vie 
w 
= Accounting and data processing 
m Depreciation 

a 


Other administrative expenses 


7.2 Selling and Administrative Expenses 
and the Pro Forma Financial Statements 


Selling and administrative expenses are not inventoried and are budgeted as period costs. 
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8 Financial Budgets: Cash Budgets 


Cash budgets represent detailed projections of cash receipts and disbursements. The cash 
budget is derived from other budgets based on cash collection and disbursement assumptions. 
Cash budgets provide management with information regarding the availability of funds for 
distribution to owners, for repayment of debt, and for investment. Cash budgets are generally 
divided into three major sections: 


= Cash available 
= Cash disbursements 


® Financing 


8.1. Cash Available 


Cash available for use by the organization is normally associated with both balances available at 
the beginning of the period and cash collections. 


8.1.1. Cash Balances 


Cash balances are the amounts of cash on hand that can be used to liquidate expenses. Cash 
balances that are available for use are limited by management policies relative to minimum cash 
on hand and compensating balance agreements. 


8.1.2 Cash Collections 


Cash collection budgets specify the amounts of cash that will be received from sales, based on 
the sales budget and from anticipated loan proceeds. 


= Cash collection budgets set standards for collections based on current-period sales (usually 
monthly) and prior-period sales (also usually monthly). 


= Cash collection budgets make assumptions regarding the percentage of credit sales and the 
speed at which those collections will occur. 


Example 6 Cash Collections 


Facts: Beck-Con Inc. is a U.S. retailer creating its cash budget for September. Based on 
historical data, it assumes the following information regarding collections: 


e 80 percent of credit sales collected in the next month after sale. 
© 18 percent of credit sales collected in the second month after sale. 


e The remaining 2 percent will not be collected. 


Month Type Sales Dollars 
July Credit $850,000 
August Credit $925,000 
September Credit $700,000 
September Cash $170,000 


(continued) 
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(continued) 


Required: Calculate cash collections for September. 


Solution: 
July credit sales ($850,000 x 18%) $ 153,000 
+ August credit sales ($925,000 x 80%) 740,000 
+ September cash sales 170,000 
Total cash collections $1,063,000 


8.2 Cash Disbursements 


Cash disbursements budgets represent the cash outlays associated with purchases and with 
operating expenses. 


8.2.1 Purchases 


Cash disbursements budgets (for purchases) indicate the amount that is expected to be paid 
for purchases. 


= Cash disbursements budgets include: 
e Cash purchases for the current period (generally the current month). 
e Credit purchases (accounts payable) for the current period. 
e Cash disbursements required to pay accounts payable during the current period. 


= Cash disbursements budgets are developed using the percentage of goods bought on 
credit, the age of payables liquidated, and the percentage of goods purchased for cash. 


8.2.2 Operating Expenses 


Cash disbursements budgets (for operating expenses) specify the amounts paid out to defray 
the costs of operating expenses. 


= Cash disbursements budgets eliminate noncash operating expenses (such as depreciation). 
=m Cash disbursements budgets include: 
e — Prior month expenses to be paid in the current month. 
e Current month expenses for which disbursement is deferred until the following month. 
e Current month expenses paid in cash in the current month. 


= Cash disbursements consider the effect of accounts payable (other operating expenses) and 
accrued payroll (wages). 
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Example 7 Cash Disbursements 


Facts: To forecast its cash disbursements for September, Beck-Con divided its outflows into 
the following categories: 


Cost Category Applicable Dollar Amounts 

Direct materials $425,000 to be purchased in August, payable in September 
Direct labor $310,000 to be incurred and payable in September 

Overhead $150,000 in actual costs to be incurred and payable in September 


Operating expenses $145,000 in actual costs to be incurred and payable in September 
Capital expenditures $120,000 (from the capital expenditure budget) 

Tax payments None in September 

Dividends $35,000 payable in September, for the last quarter of the fiscal year 


Required: Calculate Beck-Con's cash disbursements for September. 


Solution: September cash disbursements are calculated as follows: 


Direct materials $ 425,000 

+ Direct labor 310,000 
+ Overhead 150,000 
+ Operating expenses 145,000 
+ Capital expenditures 120,000 
+ Dividends 35,000 
Total cash disbursements $1,185,000 


8.3 Financing 


Financing budgets consider the manner in which operating (line of credit) financing will be used to 
maintain minimum cash balances or the manner in which excess or idle cash will be invested to 
ensure liquidity and adequate returns. 


Beck-Con forecasts a beginning cash balance for September 1 of $80,000. The company 
would like to ensure that the ending cash balance is at least $50,000. In order to accomplish 
this, it plans to borrow $95,000 at the end of September from its established line of credit 
at an annual interest rate of 6 percent. The first interest payment would not be due until 
October 31. 
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8.4 Cash Budget Formats 


Cash budgets represent statements of planned cash receipts and disbursements and are 
primarily affected by the amounts used in the budgeted income statement. 


Example 8 Combined Cash Budget 


Facts: Beck-Con's cash budget includes a beginning balance of $80,000; cash collections of 
$1,063,000; cash payments of $1,185,000; and a letter of credit borrowing of $95,000. 


Required: Prepare the cash budget that will allow the company to end September with a 
cash balance of $53,000. 


Solution: 

Beginning cash balance: $ 80,000 

+ Cash collections 1,063,000 
Total cash available 1,143,000 

Less cash payments: (1,185,000) 
Ending cash balance (before financing) $ (42,000) 

Financing: 
Borrowings $ 95,000 
Interest payments 0 
Repayments ) 
Ending cash balance $ 53,000 


9 Financial Budgets: Pro Forma Financial Statements 


9.1 Pro Forma Income Statement 


Key components of the budgeted income statement include the data described in the 
operating budgets: 


=m Sales budget 

= Cost of goods sold budget (derived from the production budgets) 
= Selling and administrative expense budget 
| 


Interest expense budget (taken from the cash budget) 


9.2. Pro Forma Balance Sheet 


Budgeted balance sheets display the balances of each balance sheet account in a manner 
consistent with the income statement and cash budget plans developed above. Balance sheet 
accounts are adjusted for the cash collections and disbursements associated with the cash 
budget and the noncash transactions accounted for in the income statement. 
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9.3. Pro Forma Statement of Cash Flows 


The budgeted statement of cash flows is derived from the budgeted income statement, the 
current and previous budgeted balance sheets, and then reconciled to the cash budget. Cash 
budgeting has the benefits of displaying the cash effects of the master budget on actual cash 
flows, assisting in the determination of whether additional sources of financing are required, 
and evaluating the optimal use of trade credit. 


10 Capital Budgets 


Capital purchases budgets identify and allow management to evaluate the capital additions of 
the organization, often over a multiyear period. Financing is a significant component of the 
capital purchases budget. Capital budgets detail the planned expenditures for capital items 
(e.g., facilities, equipment, new products, and other long-term investments). Capital budgets 
are highly dependent on the availability of cash or credit, and they generally involve long-term 
commitments by the organization. 


11 Flexible Budgeting 


A flexible budget is a financial plan prepared in a manner that allows for adjustments for 
changes in production or sales and accurately reflects expected costs for the adjusted output. 
Flexible budgets represent adjustable economic models that are designed to predict outcomes 
and accommodate changes in actual activity. Revenues and expenses are adjusted to display 
anticipated levels for achieved outputs. 


11.1 Assumptions and Uses 


Flexible budgets include consideration of revenue per unit, variable costs per unit, and fixed 
costs over the relevant range within which the relationship between revenues and variable costs 
will remain unchanged and fixed costs will remain stable. 


11.2 Benefits and Limitations of the Flexible Budget 
11.2.1 Benefits 


Flexible budgets can display different volume levels within the relevant range to pinpoint areas 
in which efficiencies have been achieved or waste has occurred. 


11.2.2 Limitations 


Flexible budgets are highly dependent on the accurate identification of fixed and variable costs 
and the determination of the relevant range. 
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Example 9 Flexible Budgeting 


Facts: The Flex-o-matic Corp. produces the Flex-o-matic, a piece of exercise equipment. 
Corporate Controller Felix Flexmeister is developing a flexible budget. Felix has already 
developed a master budget but estimates that the relevant range extends 20 percent 
above and below the master budget. 


Required: Calculate income over the relevant range in dollars assuming a selling price of 
$60 per unit, variable costs of $40 per unit, fixed costs of $100,000, and anticipated output 
according to the master budget of 5,000 units. 


Solution: 
80% of Master Master Budget 120% of Master 
Sales $240,000 $300,000 $360,000 
Variable costs (160,000) (200,000) (240,000) 
Contribution margin 80,000 100,000 120,000 
Fixed costs (100,000) (100,000) (100,000) 
Operating income $ (20,000) $ 0) $ 20,000 
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Analysis 


1 Ratio Analysis Overview 


Ratios are financial indicators that distill relevant information about a business entity by 
quantifying the relationship among selected items on the financial statements. An entity's ratios 
may be compared with ratios of a different period for that entity. An entity's ratios may also 

be compared with competitor ratios and industry ratios. These comparative analyses identify 
trends that may be important to investors, lenders, and other interested parties. 


Key financial ratios and metrics that are used to analyze a company's performance are 

classified into four high-level categories: profitability ratios, liquidity ratios, solvency ratios, 

and performance metrics. Depending on the area of focus, each of these categories includes 
measures that an analyst, investor, or stakeholder can use to evaluate the strength of an entity 
and whether its performance is improving over time or trending unfavorably. Gi Company's 
financial statements provide the financial data for the ratio calculations throughout this module. 


ie Pass Key 


Ratio questions on the financial exam may require a simple ratio calculation, an 
interpretation of what the ratio means, or an analysis of the effects of a change. 


When asked to analyze whether a ratio is likely to increase or decrease, you can gain 
efficiency by knowing the following: 


e The numerator has a direct relationship with the ratio. For example, an increase in the 
numerator results in an increase in the ratio. 


T umerator _ Resulting ratio f 


Denominator 


e The denominator has an inverse relationship with the ratio. For example, an increase in 
the denominator results in a decrease in the ratio. 


Numerator y= Resulting ratio | 


i Denominator 


Sometimes, when both the numerator and denominator are affected by a given change, 
the final result (increase or decrease) is not easy to determine. The best way to answer 
questions such as these is to make up numbers and plug them into the ratio formula. 
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Gi Company 
Balance Sheet 

Current Assets: 

Cash and cash equivalents 

Trading securities (at fair value) 

Accounts receivable 

Inventory (at lower of cost or market) 

Total current assets 

Investments available for sale (at fair value) 
Fixed Assets: 

Property, plant, and equipment (at cost) 

Less: accumulated depreciation 


Goodwill 
Total assets 


Current Liabilities: 
Accounts payable 
Notes payable 
Accrued and other liabilities 
Total current liabilities 
Long-Term Debt: 
Bonds and notes payable 
Total liabilities 
Stockholders' Equity: 
Common stock (100,000 shares outstanding) 
Additional paid-in capital 
Retained earnings 
Total equity 
Total liabilities and equity 


Income Statement for Year Ended: 


Sales 
Cost of goods sold 


Gross profit 

Operating expenses 

Interest expense 

Net income before income taxes 

Income taxes (34 percent) 

Net income after income taxes 

Earnings per share 

Other Financial Information: 

Depreciation and amortization (part of operating 
expenses) 

Operating cash flows 

Dividends per share 

Market price per share 
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12/31/Year 2 
$ 50,000 
75,000 
300,000 
__290,000 
715,000 
350,000 


1,900,000 
(180,000) 
1,720,000 
30,000 
$2,815,000 


150,000 
325,000 
220,000 
695,000 


650,000 
1,345,000 


500,000 
670,000 
300,000 
1,470,000 
$2,815,000 


Year 2 
$1,800,000 
(1,000,000) 

800,000 

(486,970) 


(10,000) 
303,030 


(103,030) 
$ 200,000 
$ 2 


$30,000 
275,000 


0.80 
12 
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12/31/Year 1 
$ 35,000 
65,000 
390,000 
275,000 
765,000 
300,000 


1,800,000 
(150,000) 
1,650,000 


35,000 


$2,750,000 


125,000 
375,000 
200,000 
700,000 


700,000 
1,400,000 


500,000 
670,000 
180,000 


1,350,000 
$2,750,000 


Year 1 
$1,700,000 
(940,000) 
760,000 
(476,970) 


(10,300) 
272,730 


(92,730) 
$ 180,000 
$ 1.80 


$25,000 
265,000 


0 
11 
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2 Profitability Ratios 


Profitability ratios are measures of the success or failure of an enterprise for a given time period. 


2.1. Gross (Profit) Margin 


Sales (net) - Cost of goods sold 
Sales (net) 
$800,000 
” $1,800,000 
44.44% 


Gross (profit) margin = 


Year 2 


_ $760,000 
$1,700,000 
44.71% 


Year 1 


This ratio looks at profitability at the highest level. As the company becomes more efficient in its 
operations and reduces costs relative to sales, this ratio should improve such that it meets or 
exceeds the industry average. 


Interpretation: All profitability margins are interpreted the same way; all else being equal, higher 
is better. Sales are forecasted to grow at a certain percentage each year based on a variety of 
factors. Cost of goods sold is often forecast to remain a specific percentage of sales—keeping 
the gross margin constant. 


2.2 Profit Margin 


Net income 
Sales (net) 
$200,000 

$1,800,000 

= 11.11% 
$180,000 

$1,700,000 

= 10.59% 


Profit margin 


Year 2 


Year 1 


As with all margins, the goal is to increase the ratio. 


Interpretation: The higher the net profit margin the better, as this means a company is profitable 
after taking into account all costs associated with generating sales and operating its business. 
This is one of the key measures a company evaluates in making projections, as this will likely 
impact future capital structure decisions and stock growth. 
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2.3. Return on Sales 


Income before interest income, 
interest expense, and taxes 


Return on sales 


Sales (net) 
$303,030 + $10,000 
Year2. = ———_ 
$1,800,000 
= 17.39% 
2.4 Return on Assets (ROA) 
Net income 
Return on assets = ————_—_—___- 
Average total assets 
$200,000 
Year2 = ————— 
$2,782,500 
= 7.19% 


Interpretation: A higher ROA implies that a company is generating more profits relative to its 
base of assets. Projected net income should be compared with projected assets to determine 
whether this ratio is increasing or decreasing in the future. 


2.5 DuPont Return on Assets 


DuPont return on assets = Profit margin x Asset turnover 


Net income Sales (net) 
YE 2 8 SS 8 — 
Sales (net) Average total assets 


11.11% x 0.65 times = 7.22% 


Note that this ratio uses both profit margin and the asset turnover. This ratio allows for increased 
analysis of the changes in the percentages. The profit margin indicates the percentage return on 
each sale, and the asset turnover indicates the effective use of assets in generating that sale. 


2.6 Return on Equity 


Net income 
Average total equity 
$200,000 
($1,470,000 + $1,350,000)/2 
14.18% 


Return on equity 


Year 2 
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Continued growth in profitability while managing dividend outflows will boost this ratio. Because 
net income comes from the income statement and shareholders' equity comes from the balance 
sheet, it is common practice to use average shareholders’ equity in the denominator. 


Interpretation: A higher ROE is desirable, as higher net income for shareholders means greater 
profitability, higher earnings per share, and probable future stock growth. While equity is a by- 
product of future capital structure decisions, future net income (which also affects equity) will be 
a result of forecasted sales and costs. 


2.7. Operating Cash Flow Ratio 


Cash flow from operations 
Current liabilities 


$275,000 
$695,000 


= 0.40 


$265,000 
$700,000 


= 0.38 


Operating cash flow ratio 


Year 2 


Year 1 


This ratio measures how much cash a company has generated from operating activities to cover 
current liabilities. 


Interpretation: A higher ratio is desired, as it implies that a company is generating more cash 
from its core activities to pay its current liabilities. Positive and sustainable cash flows from 
operations are crucial for the ongoing success of a company. If operating cash flows are 
projected to decline in the future, the company will have to look to investing and financing 
sources to cover the shortfall. 


3 Liquidity Ratios 


Liquidity ratios are measures of a firm's short-term ability to pay maturing obligations. 


3.1 Current Ratio 


Current assets 


Current ratio = ———————_ 
Current liabilities 


$715,000 

Year2 = ——\ = 1.03 
$695,000 
$765,000 

Year1 = — = 1.09 
$700,000 


(Industry average = 1.50) 
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The ratio, and therefore Gi's ability to meet its short-term obligations, is low compared with 
the industry's average. The only components (current assets and current liabilities) needed to 
calculate this ratio come straight from totals on the balance sheet. 


Interpretation: All else being equal, a higher current ratio is better because it implies that more 
current assets are available to pay short-term liabilities. If a company expects either decreases 
in current assets or increases in current liabilities, this will result in a lower forecasted current 
ratio, which can have a potential negative effect on future funding opportunities and business 
operations. 


3.2 Quick Ratio 


Cash and cash a Short-term marketable 


Quick ratio = — equivalents securities PaaS US Eline) 
Current liabilities 
$50,000 + $75,000 + $300,000 
Year 2 = ————™_ = _ 0.61 
$695,000 
$35,000 + $65,000 + $390,000 
Ved =  — — 0) 
$700,000 


(Industry average = 0.80) 


The industry average of 0.80 is higher than Gi's ratio, which indicates that Gi may have trouble 
meeting short-term needs. 


Interpretation: Like the current ratio, a higher quick ratio is better because it implies that more 
current liquid assets are available to pay short-term liabilities. Projected shifts in dollars from 
liquid current assets to more illiquid assets or increases in current liabilities will result in a lower 
forecasted ratio. 


When current assets are used to pay down current liabilities, the numerator and denominator 
of the current and quick ratio decrease by the same amount. If the current ratio or quick ratio is 
already less than one, this will result in a lower ratio amount. 


Ves Pass Key 


Turnover ratios generally use average balances [i.e., (beginning balance + ending 

balance) / 2] for balance sheet components. However, on some recent CPA Exam questions, 
candidates have been instructed to use year-end balances instead. Please be sure to read 
the question carefully to determine the appropriate method to use. 


The ratios given in this module match the most recent ratios provided by the AICPA as an 
exhibit on task-based simulations requiring ratio calculations. 
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3.3 Accounts Receivable Turnover 


Sales (net) 
Average accounts receivable (net) 
$1,800,000 
($300,000 + $390,000) /2 
$1,800,000 
; $345,000 
5.22 times 


Accounts receivable turnover 


Year 2 


The accounts receivable turnover ratio measures the number of times receivables are collected 
over an accounting period (typically one year). 


3.4 Days Sales in Accounts Receivable 


Ending accounts receivable (net) 
Sales (net)/365 


$300,000 
$1,800,000/365 


60.83 days 


Days sales in accounts receivable 


Year2 = 


The days sales in accounts receivable measures the number of days after a typical credit sale 
is made until the firm receives payments. The accounts receivable turnover ratio and the days 
sales in accounts receivable are measures of the effectiveness of a company's credit policy. 


3.5 Inventory Turnover 


Cost of goods sold 
Average inventory 
$1,000,000 
($290,000 + $275,000)/2 
$1,000,000 
: $282,500 
3.54 times 


Inventory turnover 


Year 2 


This measure of how quickly inventory is sold is an indicator of enterprise performance. 
The higher the turnover, in general, the better the performance. 
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3.6 Days in Inventory 


Ending inventory 
Cost of goods sold/365 
$290,000 
$1,000,000/365 
105.85 days 


Days in inventory 


Year2 = 


This ratio indicates the average number of days required to sell inventory. The inventory 
turnover ratio (the number of times a year inventory is sold) and the days in inventory (the 
average number of days inventory is held before it is sold) are measures of the effectiveness of 
an entity's inventory management. 


3.7. Accounts Payable Turnover 


Cost of goods sold 


Accounts payable turnover aso 
Average accounts payable 


$1,000,000 


Year 2 a a 
($150,000 + $125,00)/2 


7.27 times 


This ratio indicates the number of times trade payables turn over during the year. A low 
turnover may indicate a delay in payment, such as from a shortage of cash. 


3.8 Days of Payables Outstanding 


Ending accounts payable 
Cost of goods sold/365 


Year2 = __$150,000 
$1,000,000/365 


54.75 days 


Days of payables outstanding 


This ratio indicates the average length of time trade payables are outstanding before they 

are paid. The accounts payable turnover ratio (the number of times a year a company pays 

its suppliers) and the days of payables outstanding (the average number of days it takes for a 
company to pay its suppliers) are measures of the effectiveness of a company's attempt to delay 
payment to creditors. 
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3.9 Cash Conversion Cycle 


Days sales Days in Days of payables 
Cash conversion cycle = inaccounts + . y - y Lae 
z inventory outstanding 
receivable 


Year 2 = 60.83 days + 105.85 days - 54.75 days 


111.93 days 


This ratio indicates the average length of time it takes from when the company pays cash for 

an inventory purchase to when the company receives cash from a sale. A company should 
minimize the amount of time it takes to convert inventory to cash while maximizing the amount 
of time it takes to pay vendors. Therefore, the lower the cash conversion cycle, the better. Each 
component of the cash conversion cycle should be analyzed individually. 


= Days Sales in Accounts Receivable: Fewer days in accounts receivable is ideal, although a 
company may lose sales if its credit or collection policies are too strict. Too many days sales 
in accounts receivable indicates that the company is struggling to collect from its customers. 


= Days in Inventory: A company is doing well when it quickly converts inventory into sales. 
More days in inventory could mean that inventory becomes obsolete and ultimately a sunk 
cost to the entity. If the days in inventory is too short, the company may not have enough 
inventory on hand to support potential sales. 


= Days of Payables Outstanding: A company conserves cash by delaying payment to 
vendors for purchases on credit. Too short a period presents the risk of not fully utilizing 
cash to the advantage of the company. Too long a period may cause the company's 
relationship with its vendors to deteriorate. 


4 Solvency Ratios 
Solvency ratios are measures of security or protection for long-term creditors/investors. 


4.1 Debt-to-Equity 


é ; Total liabilities 
Debt-to-equity ratio = ——————_ 


Total equity 
1,345,000 

ere eens 2 oS) 
$1,470,000 
$1,400,000 

Year) —) > 04 
$1,350,000 


Interpretation: The debt-to-equity ratio relates the two major categories of capital structure to each 
other and indicates the degree of leverage used. The lower the ratio, the lower the risk involved. 


Variations: Some analysts use the reciprocal of this ratio (total shareholders' equity to total debt) 
to measure the amount of equity backing up every dollar of debt. Another alternative version 

of this ratio uses only long-term debt in the numerator to purely compare only the long-term 
elements of capital structure. 
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4.2 Total Debt Ratio 


Total liabilities 


Total debt ratio = 
Total assets 


Year2 = $1,345,000 = 47.78% 
$2,815,000 
$2,750,000 


This debt ratio indicates that approximately half of the assets are financed by creditors. 


Interpretation: The total debt ratio provides indications related to an organization's long-term 
debt-paying ability. The lower the ratio, the greater the level of solvency and the greater the 
presumed ability to pay debts. 


Variations: Some analysts adjust the total debt ratio to exclude certain items from the 
denominator (such as reserves, deferred taxes, minority shareholder interest, and redeemable 
preferred stock) as a basis for refining the amount truly available to liquidate debt. 


4.3 Equity Multiplier 


Total assets 


Equity multiplier 


Total equity 
$2,815,000 

Vieag2 eS) ee 8S 
$1,470,000 
$2,750,000 

WOErr il = SS 
$1,350,000 


Interpretation: On a firm's balance sheet, total assets are equal to total liabilities plus total equity. 
A greater percentage of debt utilized by the firm results in more assets allocated to debt relative 
to equity and a higher equity multiplier. 


4.4 Times Interest Earned 


Income before interest expense and taxes 
Interest expense 


Times interest earned 


Or: 
Earnings before interest and taxes 
Interest expense 
$303,030 + $10,000 
$10,000 
31.30 times 


Year 2 


This ratio reflects the ability of a company to cover interest charges. It uses income before 
interest and taxes to reflect the amount of income available to cover interest expense. 
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5 Performance Metrics 


Performance metrics are measures used to evaluate operating performance and elements of a 
company's stock performance from the perspective of current and potential investors. 


5.1 EBITDA (Earnings Before Interest, Taxes, Depreciation, 
and Amortization) 


EBITDA can be calculated from the income statement using either a "top-down" or 
"bottom-up" approach. 


= Top-down: Sales - Cost of goods sold - Operating expenses (excluding depreciation 
and amortization) 


e Year 2 = $1,800,000 - $1,000,000 - ($486,970 - $30,000) = $343,030 
e Year 1 = $1,700,000 - $940,000 - ($476,970 - $25,000) = $308,030 


= Bottom-up: Net income + Income tax expense + Interest expenses + Depreciation and 
amortization 


e Year 2 = $200,000 + $103,030 + $10,000 + $30,000 = $343,030 
e Year 1 = $180,000 + $92,730 + $10,300 + $25,000 = $308,030 


5.2 Earnings per Share 


Income available to common shareholders 
Weighted average common shares outstanding 
ie $200,000 
~ 100,000 shares 


$2/share 


Earnings per share 


Year 2 


5.3. Price-to-Earnings Ratio 


Price per share 


Price-to-earnings ratio : : 
Basic earnings per share 


$12 
$2 


6 


Year 2 


This statistic indicates the investment potential of an enterprise; a rise in this ratio indicates that 
investors are pleased with the firm's opportunity for growth. 
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5.4 Dividend Payout 


Cash dividends 
Net income 


Dividend payout 


$0.80 dividend per share x 100,000 shares outstanding 
$200,000 


Year 2 


40% 


This ratio indicates the portion of current earnings being paid out in dividends. (Alternatively, 
calculate dividend payout as Dividends per share/Earnings per share = $0.80/$2 = 40%.) 


5.5 Asset Turnover 


Sales (net) 

Average total assets 
$1,800,000 
($2,815,000 + $2,750,000)/2 
_ $1,800,000 
~ $2,782,500 
0.65 times 


Asset turnover 


Year 2 


This ratio is an indicator of how Gi makes effective use of its assets. A high ratio indicates 
effective asset use to generate sales. 


6 Limitations of Ratios 


Although ratios are easy to compute, they depend entirely on the reliability of the data on which 
they are based (e.g., estimates, historical costs, fair value, etc.). Additional information is also 
valuable when analyzing a company. Horizontal analysis measures the dollar and percentage 
change over a period of time, which is useful in evaluating trends and noting material changes 
from period to period. Vertical analysis is helpful in reducing statement items to a common 

size, as all elements are expressed as a percentage of a common number (e.g., income 
statement elements are expressed as a percentage of sales revenue). Vertical analysis assists 

in period-to-period comparison, but also allows for comparability among other entities as the 
statement is in a common size format. 
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7 ‘Data Analysis 


7.1. Data Types 


Data can be sourced both internally and externally. Internal data is a type of digital asset created 
manually (e.g., key-in sales order), automatically (e.g., system logs, Electronic Data Interchange, 
etc.), or semi-automatically (e.g., employee reviewed sales order record created through Optical 
Character Recognition of a customer's purchase order PDF, etc.). Data can also be obtained from 
an external source. There are added complexities such as integrity, safety, and copyrights. 


Based on the original format, data can also be classified into structured or unstructured data. 
Analytics can be done on both structured or unstructured data. 


7.1.1. Unstructured Data 


Unstructured data is essentially all data that is not structured. This data is typically in its 
original unmodified format and remains that way until transformed and modified for analysis. 
Unstructured data is not organized, nor is its format or data type consistent. This makes 
unstructured data difficult to sort and oftentimes requires different analytic techniques than 
structured data. 


Unstructured data that may be utilized in an analysis includes social media posts, interview or 
phone transcripts, data sourced from sensors (Internet of Things), or nontraditional data types 
such as videos or images. Unstructured data includes data found in data lakes. 


7.1.2 Structured Data 


Structured data is organized, has consistent data types and formats, and is easily searchable. 
Structured data includes data found in spreadsheets, tables, databases, data cubes, data marts, 
and data warehouses. 


Structured data, a key feature of relational databases, organizes data into records (i.e., rows ina 
table), and each record has the same number of attributes (i.e., columns in a table). Thus, data is 
made easily searchable through query languages such as structured query language (SQL). 


Structured data consists of the following components: 


= Tables: Objects in a database are stored in a file containing columns and rows like a 
spreadsheet. Relational databases combine multiple tables with foreign keys. 


= Attributes: Columns in a table represent characteristics or properties that describe the 
objects, including primary keys, foreign keys, and descriptive attributes. 


= Records: Each row in a table contains information about a single entity or object in the 
table, such as a customer or sales order. 


= Fields: The space at the intersection of a column and row where data is entered. The 
information placed inside a field is a "data value." 


= Database Keys: Attributes that uniquely identify each record in a table or facilitate the 
relationship between two tables. 


e Primary Key: A required attribute in every table that contains a unique identifier, such 
as a customer number or e-mail address. 


e Foreign Key: Attributes in one table that contain values from a primary key in another 
table. For example, a sales order record may include Customer ID as a foreign key that 
refers to the Customer ID that is the primary key in a customer record to indicate that 
order involves a specific customer. 
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e Composite Key: In some cases where a single attribute cannot uniquely identify a 
record, it may be combined with more than one attribute to create a unique key. For 
example, each line item on a sales order will typically contain a combination of the 
Sales Order ID and Inventory ID (both are foreign keys in the Sales Order and Inventory 
tables, respectively). Combined, these values create a unique identifier for each row. 


Normalization is a database design technique that reduces data redundancy by dividing large 
tables (e.g., a sales order table that also contains all customer data for each sales order record) 
into smaller tables (such as a separate sales order table and customer table) that are linked 
together with a foreign key. 


A relational database is an effective way to reduce data redundancies for a structured data set 
by using the concept of "keys." 


A college scholarship board wants to track a group of recruits' academic choices after 
admission by analyzing 10 recruits' backgrounds (e.g., name, sex, home address, high 
school) and the courses they have signed up for this semester (course number and 
professor). If each recruit signed up for three courses, the board will find 30 records of 
data in a spreadsheet. Of the 30 records, the board will find that recruit A (who signed up 
for three courses) would have three course enrollment records with the same name, sex, 
home address, and high school attributes with different course numbers. To address the 
duplicity, a relational database restructures the data set into three tables: 


e Arecruit roster table will be created containing 10 recruit records with their name, sex, 
home address, and high school attributes. Each record will contain a unique identifier, 
such as a student ID. The student ID will act as the primary key of the student roster table. 


e Acourse table will be created containing all the course records available for the 10 
students to select from. Each record will contain a unique identifier, such as a course ID. 
The course ID will act as the primary key of the course table. 


e Anenrollment summary table containing the pairing of student ID and course IDs 
illustrating the enrollment results. Each enrollment record will then be assigned a unique 
enrollment ID as the primary key. The course ID and the student ID in the record are 
considered foreign keys to unlock the details stored in the other tables. 


The process of breaking down the data set (e.g., 30 records) into multiple tables (e.g., 
student roster table, course table, and enrollment table) and reducing the duplicity of the 
data is the process of "normalization." 


7.1.3. Data Transformation 


Once the data has been obtained and before the data is ready for analysis or use, data has to be 
transformed. The purpose of the transformation is to ensure that the data is complete, clean, 
current, encrypted, and user-friendly. This transformation includes the following elements: 


= Ensuring Completeness and Integrity of Data: Anytime a data set is moved from one 
location to another (whether from an internal database to a different internal database or 
obtaining external data), it is possible that some of the required data could be lost during 
the capture process. 


It is critical to ensure that the data set is complete, and that the integrity of the data remains 
intact (i.e., that none of the data have been manipulated, tampered with, or duplicated 
during the extraction). 
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= Data Integration: When data is sourced externally (e.g., foreign exchange rates), it is critical 
to design the data architecture to ensure that the data pipeline is integrated with the target 
location/database and ensure any ongoing updates of the external source are timely and 
accurately loaded in the target location/database. 


= Cleaning/Scrubbing Data: After validating the completeness and integrity of captured data, 
the data needs to be assessed for the quality in preparation for analysis. The following four 
steps should be completed to clean captured data: 


1. Remove unnecessary headings or subtotals that would otherwise obstruct data 
synthesis or analysis. 


2. Clean leading zeroes and nonprintable characters to ensure consistency across data 
values. 


Format negative numbers to ensure consistency across numerical values. 


Identify and correct inconsistencies across data in general. These inconsistencies will 
need to be replaced with a common value before analysis if the analysis will require 

grouping data based on that attribute. For example, if there is a state field, California 
could be formatted as "CA," "Cal," or "Ca." 


= Data Encryption: The sensitivity of data and the consideration of integrity would generally 
require encryptions both in data transit and data storage. 


7.2 Analytic Outputs: Visualizations and Reports 


The efficacy of data analytics is dependent upon how well it can be utilized to gain insights. 

This means that the data sets need to be produced in a format that can be easily understood 
by users to determine if there are relationships among the variables, underlying trends, and/or 
the existence of outliers or anomalies. This allows analysts to answer critical business questions 
such as drivers of customer attrition, forecast variances, productivity of working remotely, 
impact of inflation, etc. 


7.2.1 Using Data Visualizations 


Data visualizations are an integral part of how analytics are performed and interpreted. Data 
visualizations take complex activities and/or high-volume content and transform them into easy- 
to-read graphs, charts, or other visuals to provide the analyst with insights to make decisions. 


When creating visualizations, the following items should be addressed to ensure ethical and 
effective decision making: 


= Choose the Right Type of Visualization: A pie chart communicates different information 
than a scatter plot or a line chart. 


= Apply Correct Scaling: Typically, scaling on the y-axis should start at zero to avoid 
misinterpretation of differences and variation. 


= Utilize Appropriate Colors: Colors can greatly change how the viewer interprets a 
visualization. Make sure the audience and its culture are considered when determining an 
appropriate color scheme. 


= Emphasize Focus Areas: Visualizations can be easily manipulated to draw the focus to 
specific outcomes. Ensure the visualization is designed to focus on the objective the data 
analytic procedure was designed to achieve and avoid bias. 


7.2.2 Interpreting Results 


An analyst may use visualization to better understand the potential drivers of observed trends. 
Many times, the combination of numeric statistical output coupled with visualizations can 
produce actionable insight or provide information to confirm or invalidate prior actions taken. 
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Some examples of analytic techniques and their presentation include the following: 


Regression Analysis 


Regression analysis allows for a user to evaluate relationships between variables. Simple 
regression can be used to show the direction and strength of the relationship of an 
independent variable to a given dependent variable. For example, a sales manager may 
predict that a customer's tendency to place additional orders is driven by the number of 
customizations historically requested. 


Regression analysis typically utilizes scatter plots where the data points are plotted with 

an (x, y) relationship with a corresponding regression line. If there is a strong correlation 
between the given variables indicated by the data points being closer to the regression line 
or a high R? value, the analyst may utilize the regression output to set expectations for given 
values and compare them to actual values, which may trigger further procedures. 


Variance Analysis 


An analyst may run a variance analysis to compare forecasted or budgeted values against 
actual values. A bullet chart can be helpful because it shows bar chart values against lines 
designating the budget. This type of analysis may provide feedback regarding forecasting 
capability, agility to respond to changes or unexpected market events, and directions to 
provide additional analytics. For instance, in the illustration below, both the cost of goods 
sold and selling expenses have exceeded the forecast by a noticeable variance. 


Actual vs. Budget 


$500,000 
$450,000 
$400,000 
$350,000 
$300,000 
$250,000 


$200,000 


$150,000 

$100,000 
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B3-94 Module 5 © Becker Professional Education Corporation. All rights reserved. 


BAR 3 Financial Statement Analysis 


= Period-Over-Period Analysis 


An analyst may compare financial or nonfinancial values across given periods. For 
example, the results of the first quarter for the current year may be compared against 

the previous year. A bar or column chart can be effective at comparing values against one 
another. This allows for quick review and evaluation of gaps between values from a visual 
perspective. Any significant differences should call for further analysis to explain the cause 
of the difference. 


An analyst evaluating period-over-period analysis may respond by looking for changes in 
related accounts to determine whether they move in the same direction (e.g., sales revenue 
and net income both increase from the prior period). For accounts that diverge from the 
expected direction, the analyst should drill down into the underlying accounts to determine 
the cause of the trend and investigate further. 


Net Income by Quarter 


$30,000.00 
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= Classification 


Classification is a predictive analytic algorithm that allows the company to utilize historic 
data to make predictions about what classes or categories would best fit a new data point. 
Examples of classification in action include product recommendations on e-commerce 
platforms (e.g., people who bought this product also bought these additional products) 
and on applications (e.g., audiobooks). To visualize the results, scatter plots are used to 
demonstrate where values fall in the analysis. In addition, the company may want to show 
the proportional makeup of the population by class or by category; a pie chart or tree map 
could be effective for this purpose. 
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When evaluating a classification scatter plot, most observations will gravitate to one class or 
another (e.g., operating vs. financing leases). The company should further analyze the anomalies 
that do not clearly fit with their neighbors and determine if any actions should be taken. 


Net Income vs. Revenue 
$12,000 
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= Trend Analysis 


Trend analysis can be used to develop expectations of future results. Trend analysis 
involves the comparison of internal values that have relationships, or comparisons to 
industry or other external data. Line charts are useful to demonstrate trends because they 
appropriately address the forward-moving concept of time. If the user sees that trends in 
specific metrics or activities are inconsistent with trends in comparative expectations or 
external data, further analysis may be warranted. 


For example, the user may respond by looking for trends of different sales channels to see 
whether they trend in the same direction (i.e., up or down) during a promotion period. The 
variability or volatility of a trend line may introduce additional noise into the analysis. The 
user should consider drilling up or down into the time line to see if smoother trends (e.g., 
quarter or year) exist or observe seasonality and weekend results (month, week, or day) 

to see if any specific patterns by sales channel appear abnormal. From there, the user can 
better understand the effectiveness of a marketing campaign. 


Net Income 
$50,000.00 
$45,000.00 
$40,000.00 
$35,000.00 
$30,000.00 
$25,000.00 
$20,000.00 
$15,000.00 
$10,000.00 


$5,000.00 


8 Data Analytics 


Data analytics is the process of taking raw data, identifying trends, and then transforming that 
knowledge into insights that can help solve complex business problems. The applications used 
to perform analytics can range from simple statistics like sums and averages to more advanced 
functions such as statistical modeling or machine learning (self-learning computer algorithms). 
Once the data have been extracted, transformed, and loaded, data analytics can be utilized for a 
variety of tasks, including validation, planning, insights, risk mitigation, and decision support. 
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8.1 Types of Data Analytics 


There are four key applications in data analytics. 


Value / Complexity 


Descriptive analytics | Describing or explaining 
what has occurred 

Backward-looking 
Diagnostic analytics | Diagnosing or explaining 


why it occurred 


Predictive analytics | Predicting what will occur 


Prescriptive Prescribing what could or Forward-looking 


analytics should occur 


8.1.1 Descriptive Analytics 


Descriptive analytics indicate what happened. This form of analytics summarizes the activity that 
has occurred within a given attribute or attributes. For instance, the number of click-throughs on 
a link in a direct marketing email would be a form of descriptive analytics. Common descriptive 
analytic techniques include the following: 


= Observing summary statistics such as a data set's minimum, maximum, mean, median, 
mode, record count, and sum 


= Sorting the data to reveal ranges or patterns 


= Analyzing the data based on age, location, time, income, or other distinguishing characteristics 


8.1.2 Diagnostic Analytics 


Diagnostic analytics reveal why an event happened. It goes a step beyond descriptive analytics and 
attempts to uncover correlations, patterns, and relationships within a data set to explain why an event 
or result occurred. There may be a specific question that diagnostic analytics can solve, such as "Why 
did a particular group of consumers have a higher response rate to an advertisement than others?" 


Common diagnostic analytic techniques include the following: 


= Performing a "drill-down" analysis, which involves mining underlying data to answer 
questions or better understand descriptive analytics 


= Performing a cluster or profile analysis to determine if any similar groupings of variables 
reveal insights or unknown answers to questions 


= Performing a correlation analysis between two or more variables in a data set to determine 
whether changes in one data point were related to changes in another variable 


=m Performing sequence checks to see if there are any gaps or duplication issues in the event 
of unexpected results 


8.1.3 Predictive Analytics 


Predictive analytics help forecast future data points by transforming insight into foresight, 
projecting what will happen based on historical data. Common predictive analytic techniques 
include the following: 


= Regression analysis utilizes a mathematical model to determine the relationship between 
a dependent variable and one or more independent variables. Simple linear regression 
only uses one independent variable whereas a model using two or more is referred to as 
multiple regression. The resulting regression equation can be used to forecast future values. 
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= Classification analysis utilizes already labeled data points and allocates them into similar 
groups, which can then be used to make predictions about the future. Classification differs 
from regression analysis because it works to predict a category (or class) using predefined 
criteria that is based on past activities. 


= Decision trees are also useful tools in predictive analytics that rely on the probability of outcomes. 
These models begin with a single decision node that can have two or more outcomes, then each 
successive outcome can have two or more outcomes and when drawn out, it resembles a tree. 


8.1.4 Prescriptive Analytics 


Prescriptive analytics reveal how to achieve a desired event by "prescribing" what the next 
course of action should be in order to reach that outcome. Prescriptive analytics take the 
probability learned from predictive analytics and turn that into recommendations and optimal 
paths to take with a high likelihood of favorable outcomes. 


Common prescriptive analytic techniques use decision support systems to assist in strategic 
decision making as follows: 


= Artificial intelligence and machine learning, which is a form of self-learning adaptive computer 
model not reliant on continuous human input, can improve the way employees make decisions 
by supplying them with the most likely outcome given any combination of circumstances. 


= Scenario modeling, or "what-if" analysis, is a form of decision support system that allows 
users to make decisions with the knowledge that a range of outcomes will occur with a 
probability assigned to each of those outcomes. 


Below are examples of each type of data analytics: 


e Descriptive: An accountant working for a large manufacturer is tasked with determining 
how much the organization needs to budget in its allowance for doubtful accounts for 
the coming fiscal year. The first step should be to perform descriptive analytics on its 
allowance over the past year, researching basic aging statistics such as the outstanding 
accounts by period (30 days, 60 days, etc.), the average percentage or dollar amount of 
outstanding receivables, and other relevant descriptive data points. 


e Diagnostic: Management wants to understand which suppliers are causing accounts 
payable to spike and why. Because vendors must submit financial statements 
periodically in order to transact on credit, management decides to perform a correlation 
analysis to determine whether any financial statement line item is correlated with 
delinquent payments. The results indicate that vendors repeatedly making late payments 
also have a high balance of short-term debt and decreasing trends in operating cash 
flows, potentially indicating cash flow problems as being the common root cause. 


e Predictive: An electric power company wants to project its outages over the winter 
months. The company has performed a regression analysis using the last 20 years of 
historical data and discovered a strong relationship between fall temperatures and 
winter outages. Therefore, it uses predictive analytics and applies the current year's fall 
temperatures to the model at the beginning of the winter season to forecast outages. 


e Prescriptive: A large corporation wants to expand internationally into multiple countries. 
It wants to see which combination of locations would result in the highest profits with the 
lowest tax implications. Tax policies are constantly changing, and the rate of change varies 
by foreign nation. The company decides to employ a "what-if" scenario model in which it 
projects a series of tax outcomes based on probability from historical tax policy shifts. 
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8.2 Uses of Data Analytics 
Data analytics can be used in many aspects of business to optimize the decision-making process. 


8.2.1 Customer and Marketing Analytics 


Obtaining customer data to build consumer profiles and analyze spending preferences allows 
organizations to optimize their marketing strategies. This, in turn, can lead to an increase in 
sales and improved customer experience through timely offerings, promotions, and discounts. 


8.2.2 Managerial and Operational Analytics 


Managerial and operational analytics are usually run in real time to maximize efficiencies 
and production within an organization. This can be done to monitor material and labor costs 
and make decisions in real time. Organizations often incorporate analytics into their key 
performance indicators. 


8.2.3. Risk and Compliance Analytics 


Organizations can monitor their transactions through continuous auditing, continuous 
monitoring, and continuous reporting to ensure all transactions and activities meet all 
compliance objectives, such as adherence to controls, covenants, and applicable regulations. 


8.2.4 Financial Analytics 


Financial analytics allow organizations and analysts to monitor financial performance through 
data mining and ratio analysis on a continuous basis. 


8.2.5 Audit Analytics 


Analytics are key to an audit. Auditing typically involves four types of analytics: (a) assessing risk, 
(b) providing assurance around certain operations, (c) establishing thresholds and expectations, 
and (d) improving the quality of the audit by testing full populations. 


8.2.6 Tax Analytics 


Government entities, organizations, tax accountants, and analysts use tax analytics to organize 
tax information and guidelines, improve tax planning, and monitor tax performance indicators. 
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6 Variance Analysis 


1 Variance Analysis Using Standards 


Variance analysis becomes increasingly sophisticated as the investigation of differences 
between budgeted and actual performance moves from the aggregate examinations associated 
with either performance reporting or flexible budget analysis to the computation of per-unit 
variances normally associated with the use of standard costing systems. 


1.1 Standard Costing Systems 


Standard costing systems are the most common cost-measurement systems. Standard costs, 

in the aggregate, measure the costs the firm expects that it should incur during production. In a 
standard costing system, standard costs are used for all manufacturing costs (i.e., raw materials, 
direct labor, and manufacturing overhead). 


1.1.1 Calculations 


= Direct Costs 


Standard direct costs = Standard price x Standard quantity 
= Indirect (Overhead) Costs 


Standard indirect costs = Standard (predetermined) application rate x Standard quantity 


1.1.2 Purposes of Standard Costing Systems 
= Cost control 
= Data for performance evaluations (variance analysis) 


= Ability to learn from standards and improve various processes 
1.2 Variance Calculations Using Standards 


1.2.1 Standard Cost Objectives 


The objective of using a standard costing system is to attain a realistic predetermined or budgeted 
cost for use in planning and decision making. It also greatly simplifies bookkeeping procedures. 


1.2.2 Evaluating Variances From Standard 
The differences between actual amounts and standard amounts are called variances. 


= Evaluating Results: An actual cost lower than standard cost is called a favorable variance, 
and an actual cost higher than standard cost is called an unfavorable variance. 


= Evaluating Control: If a variance from standard could have been prevented, it is called a 
controllable variance; if not, the variance is known as an uncontrollable variance. 
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1.2.3. Product Costs Subject to Variance Analysis 


Product costs generally consist of direct materials, direct labor, and manufacturing overhead. 
A favorable or unfavorable variance in total is a composite of a number of variances. Variances 
are typically calculated for the following cost elements: 


= Direct materials (DM) 

= Direct labor (DL) 

= Variable manufacturing overhead (VOH) 
a 


Fixed manufacturing overhead (FOH) 


1.3. Direct Materials and Direct Labor Variances 


For direct materials and direct labor, two variances are typically calculated: a price (or rate) 
variance and a quantity (or efficiency) variance. The variance calculations may be approached in 
either an equation or a tabular format. Both are presented below: 


1.3.1 Equation Format 


DM price variance Actual quantity purchased x (Actual price — Standard price) 


DM quantity usage variance Standard price x (Actual quantity used - Standard quantity allowed) 


DL rate variance Actual hours worked ~ (Actual rate - Standard rate) 


DL efficiency variance Standard rate x (Actual hours worked — Standard hours allowed) 


Materials and labor variances are expense variances. When actual price/rate or actual quantity/ 
hours exceed standards, variances are unfavorable. If standards exceed actuals, variances are 
favorable. 


1.3.2. Tabular Format 


The variance is computed by comparing two totals. If a figure on the left (actual) is larger than a 
figure on the right (standard), then the variance is unfavorable; if the figure on the left is smaller, 
the variance is favorable. The specific variances follow: 


Tabular Format 


Direct materials 


Actual quantity Actual quantity Standard quantity 
purchased x Actual purchased x Standard allowed x Standard 


price «_____, price price 
| Price variance | 


Actual quantity used x 
Standard price 


| Quantity usage variance | 


Direct labor 
Actual hours x Actual hours x Standard hours allowed x 
Actual rate Standard rate Standard rate 


| Rate variance | Efficiency variance | 
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Actual quantity purchased 200 units 
Actual quantity used 110 units 
Units standard quantity 100 units 
Actual price paid $8 per unit 
Standard price $10 per unit 


DM price variance = AQ uchasea * (AP — SP) 
= 200 units x ($8/unit - $10/unit) 
= $400 Favorable 
DM quantity variance = SP x(AQ  —5Q....,) 
= $10/unit x (110 units - 100 units) 
= $100 Unfavorable 


Actual quantity Actual quantity Standard quantity 
purchased x Actual price purchased x Standard price —_ allowed x Standard price 
200 x $8 = $1,600 200 x $10 = $2,000 100 x $10 = $1,000 


| Price variance = $400 F | 


Actual quantity used x Standard price 


Quantity usage variance 
110 x $10 = $1,100 
= $100 U 


Actual hours worked 450 hours 
Standard hours 500 hours 
Actual paid rate $20 per hour 
Standard rate $15 per hour 


DErate variance = Ani x (AR — SR) 
= 450 hours worked x ($20/hour — $15/hour) 
= $2,250 Unfavorable 
pUefiiciency variance — SR x (An 7 Sul. es) 
= $15/hour x (450 hours worked — 500 hours allowed) 
= $750 Favorable 


Actual hours x Actual rate Actual hours x Standard rate Standard hours 
allowed x Standard rate 
450 x $20 = $9,000 450 x $15 = $6,750 500 x $15 = $7,500 


| Rate variance = $2,250 U | Efficiency variance = $750 F | 
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1.4 Manufacturing Overhead Variances 


At a high level, the analysis of manufacturing overhead compares the actual overhead incurred 
in a period to the applied overhead in that same period. Overhead is estimated and applied 
based on a predetermined overhead application rate. 


1.4.1 Underapplied and Overapplied Overhead 


If the actual amount of overhead incurred in the period exceeds the amount applied, overhead 
will be considered underapplied and the overhead account will have a net debit balance. This 
will result in an unfavorable variance because the actual amount of overhead incurred is higher 
than expected. 


If the actual amount of overhead incurred is less than the amount applied, overhead will be 
considered overapplied and the overhead account will have a net credit balance. The variance 
will be favorable because the actual overhead incurred is less than expected. 


1.4.2. Variable and Fixed Overhead Variances 


The overall manufacturing overhead variance can be broken into variable and fixed overhead 
variances. The variable overhead (VOH) variance can be further broken into a rate (spending) 
variance and an efficiency variance. The fixed overhead (FOH) variance can be divided into a 
budget (spending) variance and a volume variance. Although the variable and fixed overhead 
spending variances can be combined for calculation purposes, they serve different functions 
from a strategic/analytical perspective. 


Lo Pass Key 


The equations for the four overhead variances are as follows: 


e VOH rate (spending) variance = Actual hours x (Actual rate - Standard rate) 


e VOH efficiency variance = Standard rate x (Actual hours - Standard hours allowed for 
actual production volume) 


e FOH budget (spending) variance = Actual fixed overhead - Budgeted fixed overhead 


e FOH volume variance = Budgeted fixed overhead - Standard fixed overhead cost 
allocated to production* 


*Based on Actual production x Standard rate 


1.4.3 Establishing Overhead Application Rates 


Overhead rates are applied using various cost drivers that most appropriately assign the 
components of overhead cost pools to production. Predetermined fixed and variable overhead 
rates are established by dividing planned fixed and variable overhead amounts by a suitable 
cost driver. 


1.4.4 Application of Overhead 


Overhead is applied to production based on the predetermined rate per cost driver times the 
standard cost driver allowed for the actual level of activity (hours worked, units produced, etc.). 
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ed Pass Key 


When standard costing is used, the application of overhead is accomplished in two steps: 
= Step 1: Calculated overhead rate = Budgeted overhead costs + Estimated cost driver 


= Step 2: Applied overhead = Standard cost driver for actual level of activity x Overhead 
rate (from Step 1) 


1.4.5 Interpretation 


Overhead variances represent the analysis of balance in the overhead account after overhead 
has been applied. Overapplied overhead (more credit) is favorable, as it will ultimately result 

in a credit to cost of goods sold at the end of the period and therefore a reduction in expenses 
(and increase in profits). Underapplied (more debit) is unfavorable, as the eventual debit to cost 
of goods sold will increase expenses and therefore decrease profits. Each component of the 
variance computation follows the same logic. 


=m Ifthe number on the right is greater than the number on the left (more credit), then the 
variance is favorable. 


m= If the number on the left is greater than the number on the right (more debit), then the 
variance is unfavorable. 


=m The sum of all variances equals the net balance in the overhead account. 


1.4.6 Variable Manufacturing Overhead Variances 


= Variable Overhead Rate (Spending) Variance 


VOH rate (spending) variance = Actual hours x (Actual rate - Standard rate) 


This variance tells managers whether more or less was spent on variable overhead than 
expected. A favorable variance occurs when the standard rate exceeds the actual rate, 
which is beneficial to a company because it means that it paid less per labor hour than 
anticipated. An unfavorable variance occurs when the actual rate exceeds the standard rate, 
which means that the company paid more per labor hour than it expected to spend. 


= Variable Overhead Efficiency Variance 


eh) _ Standard (Actual hours - Standard hours allowed 
efficiency = x : 
variance rate for actual production volume) 


This variance is tied to the efficiency with which labor hours are utilized. The efficiency variance 
isolates the amount of total variable overhead variance that is due to using more or fewer 
direct labor hours than what was budgeted (assuming that direct labor hours is the cost driver). 
In other words, given what was produced in terms of output, did it require more or fewer 

labor hours than anticipated? A favorable variance results from using fewer labor hours than 
budgeted, and an unfavorable variance stems from using more labor hours than budgeted. 
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1.4.7 Fixed Manufacturing Overhead Variances 
= Fixed Overhead Budget (Spending) Variance 


: : _ Actual fixed Budgeted fixed 
FOH budget (spending) variance = overhead. overhead 


Companies budget an amount for fixed overhead costs every period, and this variance 
focuses at a high level on whether more or less was spent than budgeted. All of the actual 
fixed overhead costs are summed for the period and the total actual overhead is compared 
with the budgeted amount of fixed overhead. A favorable variance occurs when actual fixed 
overhead costs are less than budgeted, and an unfavorable variance results from actual 
fixed overhead costs exceeding the budgeted amount. 


= Fixed Overhead Volume Variance 


Budgeted fixed Standard fixed overhead cost 


AOU PTCIMI EMC Ile! overhead ~ allocated to production* 


*Based on actual production x Standard rate 


Fixed overhead costs are typically applied using a rate derived from budgeted fixed 
overhead costs and expected volume (the cost driver). When the actual volume produced 
differs from the amount used to calculate the fixed overhead application rate, there will be a 
variance. A favorable variance occurs when volume is higher than anticipated, which implies 
that more units were produced using the same amount of fixed resources. An unfavorable 
variance occurs when volume is lower than anticipated, as fewer units were produced using 
a fixed amount of resources. 


Example 1 Manufacturing Overhead Variance 


Facts: Lucy Inc. produces widgets and applies overhead costs based on direct labor hours. The table 
below provides budgeted and actual information on the number of widgets, labor hours, variable 
overhead costs, and fixed overhead costs for January. 


Required: Using this information, calculate the rate and efficiency variable overhead variances, the 
budget and volume fixed overhead variances, and the overall overhead variance. 


(continued) 
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(continued) 


Solution: 


Number of Widgets 


Budgeted number of widgets 4,000 widgets 
Actual number of widgets 3,800 widgets 
Labor Hours 
Standard labor hours required per 1.00 labor hour 
widget 
Standard labor hours total (based on 3,800 hours (3,800 widgets x 1.00 labor hour per 
actual production) widget) 
Actual labor hours used 3,900 hours 


Variable Overhead 


Standard VOH Rate $1.50 per hour 

Actual VOH Rate $1.60 per hour 

Actual VOH Costs $6,240 (3,900 hours x $1.60 per hour) 

Standard FOH per widget $3.00 per hour 

Budgeted FOH Costs $12,000 (4,000 budgeted widgets x 1.00 labor 
hour per widget x $3.00 per hour) 

Actual FOH Costs $10,560 


VOH rate (spending): 3,900 hours x ($1.60 - $1.50) = $390 Unfavorable 

VOH efficiency: $1.50 x [3,900 hours - (3,800 x 1.00 hour)] = $150 Unfavorable 
FOH budget (spending): $10,560 - $12,000 = $1,440 Favorable 

FOH volume: $12,000 - *$11,400 = $600 Unfavorable 

*3,800 hours budgeted (for production of 3,800 widgets) x $3 per hour 


Adding all of the variances produces a total overall favorable variance of $300: $390U + $150U - 
$1,440F + $600U = $300F 


Overall variance: $16,800 actual - $17,100 applied = $300 Favorable 
Actual overhead (FOH + VOH): $16,800 

Actual FOH: $10,560 

Actual VOH: $6,240 
Applied overhead (FOH + VOH): $17,100 


Applied FOH: $11,400 [3,800 standard labor hours (to produce 3,800 widgets) x $3.00 per hour] 
Applied VOH: $5,700 [3,800 standard labor hours (to produce 3,800 widgets) x $1.50 per hour] 


® Spending (VOH and FOH) 
—VOH rate: $390 Unfavorable VOH rate was higher than anticipated 
—FOH budget: $1,440 Favorable Spent less than anticipated on FOH 

© Efficiency (VOH only) 


—VOH efficiency: $150 Unfavorable | Took longer per unit than anticipated 
© Volume (FOH only) 
—FOH volume: $600 Unfavorable Produced fewer units than budgeted 
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2 Sales Variances 


Sales variance analyses can be used to evaluate the effectiveness of an entity's identification of 
target markets and its strategies to capture those markets. 


2.1 Sales Variance Analysis 


The sales variance (the difference between actual sales revenue and budgeted sales revenue) 
has two main components: the sales price variance and the sales volume variance. 


Sales price variance 
= Actual quantity sold x (Actual price - Standard price) 
= AQ..14 * (AP - SP) 


Sales 
variance 


Sales volume variance 
= Standard Price x (Actual quantity - Standard quantity) 
= SP x (AQ - SQ) 


2.1.1. Sales Price Variance 


The sales price variance measures the aggregate effect of an actual sales price that differs from 
the budgeted sales price. 


= Actual quantity sold x (Actual price - Standard price) 


Sales price 
variance 


Li» =AQ._, x (AP - SP) 


A favorable variance exists when the actual selling price is higher than budget and an 
unfavorable variance occurs when the actual selling price is less than the budgeted sales price. 
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Example 2 Sales Price Variance 


Facts: In Cascade Company's January budget, the company shows 3,000 budgeted units 
sold and a sale price of $16 per unit. The company actually sells 4,000 units at a price of 
$14 per unit. 


Required: Calculate Cascade's sales price variance for January. 


Solution: Sales price variance = AQ..,,, x (AP - SP) = $4,000 x ($14 - $16) = $8,000 
unfavorable. This variance is unfavorable because the per-unit selling price was less than 
anticipated. 


2.1.2. Sales Volume Variance 


The sales volume variance is a flexible budget variance that quantifies the degree to which total 
sales variances are traceable to variances in sales volume or the number of units sold. The basic 


sales volume variance is: 
= Standard Price x (Actual quantity - Standard quantity) | 
= SP x (AQ - SQ) | 


A favorable variance exists when more units are sold than budgeted, and an unfavorable 
variance occurs when fewer units are sold than budgeted. 


Sales 
volume 
variance 


Example 3 Sales Volume Variance 


Facts: In Cascade Company's January budget, the company shows 3,000 budgeted units 
sold and a sale price of $16 per unit. The company actually sells 4,000 units at a price of 
$14 per unit. 


Required: Calculate Cascade's sales volume variance for January. 


Solution: Sales volume variance = SP x (AQ - SQ) = $16 x (4,000 - 3,000) = $16,000 Favorable. 
This variance is favorable because the company sold more units than it anticipated. 
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2.2 Sales Mix Variance 


The sales mix variance considers the impact of multiple products on the projected and actual 
sales volume of an organization. Anticipated sales revenue is often derived from the sale of 
multiple products with different contribution margins. If sales volume meets projections but 
occurs in a ratio different from the anticipated sales mix, sales revenue and net income may 
differ from the budget. 


Actual Budgeted| Total number Budgeted 
; : sales mix sales mix of units of contribution 
Sales mix variance = f - ; : 
ratio for ratio for all products margin per 
aproduct aproduct sold unit of product 


Variance 


Neostar Corporation has two products: the Nova and the Sunbeam. Despite the total 
combined sales volume of both products (in units) having materialized as expected, the 
company's net income has not met management's expectations. Sales mix variance 
analysis can be used to analyze this variance. 


Begin by comparing the master budget with the actual results for the period, determining 
the difference in the sales mix ratio, and then applying that difference to the contribution 
margin per unit and weighting that result by total units. 


Neostar Corporation 
Sales Mix Variance 


Master Budget 


Nova Sunbeam Total 
Total Per Unit Total Per Unit Total Per Unit 
Units 4,000 6,000 10,000 
Sales $100,000 $ 25.00 $45,000 $ 7.50 $ 145,000 $ 14.50 
Variable costs (80,000) _(20.00) (20,000) (6:38) (100,000) _(10.00) 
Contribution margin 20,000 $ 5.00 25,000 $4.17 45,000 $ 450 
Fixed costs (10,000) (15,000) (25,000) 
Operating income $ 10,000 $10,000 $ 20,000 
Actual Results 
Nova Sunbeam Total 
Total Per Unit Total Per Unit Total Per Unit 
Units 1,000 9,000 10,000 
Sales $ 25,000 $ 25.00 $67,500 $ 7.50 $ 92,500 Smo 
Variable costs (20,000) _(20.00) (30,000) _(3.33) (50,000)  __(5.00) 
Contribution margin 5,000 $ 5.00 37,500 $4.17 42,500 $ 4.25 
Fixed costs (10,000) (15,000) (25,000) 
Operating income $ (5,000) $22,500 $ 17,500 


(continued) 
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(continued) 


Computation of Sales Mix Ratio 


Budgeted 
Product Budgeted Units Sales Mix* Actual Units Actual Sales Mix** 
Nova 4,000 40% 1,000 10% 
Sunbeam 6,000 60% 9,000 90% 
Total 10,000 100% 10,000 100% 
*4,000 + 10,000 = 40%; 6,000 + 10,000 = 60% 
**1,000 + 10,000 = 10%; 9,000 + 10,000 = 90% 
(E) 
(A) (B) (C) = (B) - (A) (D) Contribution (C) x (D) x (E) 
Budget Actual Difference Total Units Margin Variance 
Nova sales mix 40% 10% (30%) 10,000 5.00 (15,000) 
Sunbeam sales mix 60% 90% 30% 10,000 4.17 12,500 
Total (2,500) 


The unfavorable sales mix variance of $2,500 comprises a $15,000 unfavorable sales 
mix variance for Nova and a $12,500 favorable sales mix variance for Sunbeam. 
Selling more of the product with the lower contribution margin has created the overall 
unfavorable variance. 
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MODULE 


Intangibles With 
Indefinite Lives 


1 Intangible Assets 


Intangible assets are long-lived legal rights and competitive advantages developed or 

acquired by a business enterprise. Intangible assets may be either specifically identifiable 

(e.g., patents, copyrights, franchises, etc.) or not specifically identifiable (e.g., goodwill), and may 
have a finite life or an indefinite life. If there are no contractual, legal, economic, or other factors 
which limit the useful life of an intangible asset, it is deemed to have an indefinite life. The most 
common indefinite life intangible asset is goodwill. 


1.1. Carrying Amount 


The carrying amount of an indefinite life intangible asset is equal to the cost incurred to acquire 
the asset, less impairment. Amortization expense is not relevant, as indefinite-lived intangible 
assets do not have a useful life over which to amortize. 


1.2 Goodwill Arising From Business Combinations 


Goodwill represents the intangible resources and elements connected with an entity that cannot 
be separately identified and reported on the balance sheet (e.g., management or marketing 
expertise, or technical skill and knowledge that cannot be identified or valued separately). 
Goodwill represents excess earnings power. 


Goodwill that is generated internally or is not purchased in an arm's-length transaction cannot 
be capitalized as goodwill. Goodwill arising from business combinations is recognized as an 
asset on the balance sheet. 


1.2.1 Acquisition Method 


Under the acquisition method (used to prepare consolidated financial statements), goodwill is 
the excess of an acquired entity's fair value over the fair value of the entity's net assets (including 
identifiable intangible assets). 


1.2.2 Equity Method 


Under the equity method, which is used when an investor company exercises significant 
influence over an investee company, goodwill is the excess of the stock purchase price over the 
fair value of net assets acquired. 


1.2.3. Maintaining Goodwill 


Costs associated with maintaining, developing, or restoring goodwill are not capitalized as 
goodwill (they are expensed). 
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2 ‘Impairment of Indefinite-Lived Intangible Assets 


2.1. Impairment of Indefinite-Lived Intangible Assets, Other Than 
Goodwill 


Intangible assets with indefinite useful lives must be tested for impairment at least annually. 


2.1.1 Qualitative Assessment of Impairment 


An entity assessing an indefinite-lived intangible asset for impairment can choose to first 
perform a qualitative assessment of impairment to determine whether it is more likely than not 
(i.e., a likelinood of more than 50 percent) that the indefinite-life intangible asset is impaired. 
The entity should assess all relevant events and circumstances that could affect the fair value of 
the asset, including: 


= Cost factors, such as increases in raw materials, labor, or other costs 
m= Financial performance, such as negative or declining cash flows 

= Legal, regulatory, contractual, political, business, or other factors 
| 


Other relevant entity-specific events, such as changes in management, key personnel, 
strategy, or customers; contemplation of bankruptcy; or litigation 


= Industry and market considerations, such as deterioration in the operating environment, 
an increase in the competitive environment, a decline in market multiples, or a change in 
market demand for the entity's products or services. 


= Macroeconomic conditions, such as deterioration of general economic conditions, capital 
access limitations, or fluctuations in foreign exchange rates. 


The quantitative impairment test described below is not necessary if, after assessing relevant 
qualitative factors, it is determined that it is not likely (i.e., less than 50 percent chance) that the 
asset is impaired. 


An entity has an unconditional option to bypass the qualitative assessment and move directly to 
the quantitative impairment test. 


2.1.2 Quantitative Impairment Test 


When testing an indefinite-lived intangible asset other than goodwill for impairment, it is 
generally not possible to estimate total future cash flows expected to result from the use of 
the assets and their disposition. As a result, an intangible asset with an indefinite life is tested 
for impairment at least annually by comparing the fair value of the intangible asset to its 
carrying amount. If the asset's fair value is less than its carrying amount, an impairment loss is 
recognized in an amount equal to the difference. 
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Impairment of Indefinite-Lived Intangibles, Other Than Goodwill 


Optional qualitative 
test for impairment 


Y 


Fair value 
< Net carrying value > 


Positive Negative 
No impairment loss 


Fair value 
< Net carrying value > 


Impairment loss 


. Write asset down 
2. Amortize new cost 
. Restoration not permitted 


2.1.3 Recording the Impairment Loss 


An impairment loss is reported as a component of income from continuing operations before 
income taxes. The carrying amount of the asset is reduced by the amount of the impairment 
loss. Restoration of previously recognized impairment losses is prohibited, unless the asset is 
held for disposal. 


2.2 Goodwill Impairment 


Like other intangible assets with indefinite useful life, goodwill is tested for impairment at least 
annually. Goodwill impairment is calculated at the reporting unit level. 


2.2.1 Definition of Reporting Unit 


A reporting unit is an operating segment, or one level below an operating segment. The goodwill 
of one reporting unit may be impaired, while the goodwill for other reporting units may or may 
not be impaired. 
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2.2.2 Qualitative Assessment of Goodwill Impairment 


An entity assessing goodwill for impairment can choose to first perform the qualitative 
assessment of impairment described above to determine whether it is more likely than not 
(i.e., a likelihood of more than 50 percent) that goodwill is impaired. The entity should assess 
all relevant events and circumstances that could affect the fair value of the goodwill. The 
quantitative impairment test described below is not necessary if, after assessing relevant 
qualitative factors, it is determined that it is not likely (i.e., less than 50 percent chance) that the 
goodwill is impaired. 


An entity has an unconditional option to bypass the qualitative assessment and move directly to 
the quantitative impairment test for goodwill. 


2.2.3. Quantitative Impairment Test 


Goodwill impairment exists when the carrying amount of the reporting unit including goodwill 
exceeds its fair value including goodwill. The impairment charge cannot exceed the value of the 
goodwill that is allocated to the reporting unit. 


Private Company Accounting Alternatives 


Under U.S. GAAP, a private company (an entity that is not a public entity ora 
not-for-profit entity) may elect to apply the following alternative method of 
goodwill accounting: 


1. Amortize goodwill on a straight-line basis over 10 years, or less than 10 years 
if it can demonstrate that another useful life is more appropriate. 


2. Make an accounting policy election, disclosed in the summary of significant 
accounting policies (SSAP) in the footnotes, to test goodwill for impairment 
at either the entity level or the reporting unit level when a triggering event 
occurs that indicates that the fair value of an entity (or reporting unit) may be 
below its carrying amount. 


Because goodwill is being amortized, impairment is less likely to occur. This 
alternative method must be applied to all existing goodwill and any goodwill 
generated in future business combinations. 


Additionally, a private company may elect to perform the qualitative evaluation 
of goodwill impairment at the end of each reporting period, whether the period 
is an interim or annual period. This election should be disclosed as a significant 
accounting policy in the notes to the financial statements. 
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Example 1 Goodwill Impairment 


Facts: Omega Inc. has two reporting units, Alpha and Beta, which have book values 
including goodwill of $500,000 and $675,000, respectively. Alpha reports goodwill of 
$50,000 and Beta reports goodwill of $75,000. As part of the company's annual review for 
goodwill impairment, Omega determined that the fair values including goodwill of Alpha 
and Beta were $480,000 and $700,000, respectively, at December 31, Year 1. 


Required: Determine whether the reporting units' goodwill is potentially impaired. 
Solution: 
Alpha: Reporting Unit FV - Reporting Unit BV = $480,000 — 500,000 = ($20,000) 
Beta: Reporting Unit FV —- Reporting Unit BV = $700,000 — 675,000 = $25,000 


Because Alpha's fair value is less than its book value, there is goodwill impairment. Beta's 
goodwill is not impaired. 


The impairment charge for Alpha will be equal to the difference between the book value 
of $500,000 and the fair value of $480,000. Because this difference of $20,000 is less than 
Alpha's reported goodwill of $50,000, the full $20,000 will be recognized as an impairment 
loss. If goodwill had been reported as $15,000 instead of $50,000, the impairment charge 
would have been capped at $15,000. 


Journal entry to record goodwill impairment at December 31, Year 1: 


Loss due to impairment $20,000 
Goodwill $20,000 


3 Research and Development (R&D) Costs 


Research is the planned efforts of a company to discover new information that will help either 
create a new product, service, process, or technique or significantly improve the one in current 
use. Development takes the findings generated by research and formulates a plan to create the 
desired item or to improve significantly the existing one. 


3.1 Accounting for Research and Development Costs 


The only acceptable method of accounting for research and development costs is a direct 
charge to expense (due to the high degree of uncertainty regarding future benefits) with three 
exceptions: 


1. Materials, equipment, or facilities (i.e., tangible assets) that have alternative future uses. 
Capitalize and depreciate the assets over their useful lives (not the life of the research and 
development project). 


2. Research and development costs of any nature undertaken on behalf of others under a 
contractual arrangement (treated as cost of sales by the provider). 


3. "In Process" R&D associated with the purchase of one company by another company. 
Theses costs are capitalized. 
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3.2. Items Not Considered Research and Development 


These items may be capitalized as part of product costs or may be expensed in an area such as 
selling and administrative expenses, but they will not be classified as R&D expense: 


= Routine periodic design changes to old products or troubleshooting in the production stage 
(these are manufacturing costs, not R&D expenses). 


= Marketing research. 


= Quality control testing. 


= Reformulation of a chemical compound. 


Example 2 Research and Development 


Facts: Julile Co. incurred research and development costs in the current year as follows: 


Materials used in research and development projects $ 400,000 
Equipment acquired that will have alternative future uses in future 

research and development projects 2,000,000 
Depreciation on above equipment 500,000 
Personnel costs of persons involved in research and development projects 1,000,000 
Consulting fees paid to outsiders for research and development projects 100,000 
Indirect costs reasonably allocable to research and development projects 200,000 


Required: Calculate the amount of research and development costs that should be 
expensed for the current year. 


Solution: The following items would qualify as research and development costs and should 
be expensed in the current year: 


Materials used in research and development projects $ 400,000 
Depreciation on equipment used in research and development 500,000 
Personnel costs of people involved in research and development projects 1,000,000 
Consulting fees paid to outsiders for research and development projects 100,000 
Indirect costs reasonably allocable to research and development projects 200,000 
Total $2,200,000 


The equipment is not charged to research and development costs because it has 
alternative future uses. It should be capitalized as a tangible asset and depreciated over 
the useful life of the equipment. The depreciation expense should be charged to research 
and development. 
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4 Computer Software Development Costs 


4.1 Computer Software Developed to Be Sold, Leased, or Licensed 


4.1.1 Accounting for Costs 


= Expense costs (planning, design, coding, and testing) incurred until technological feasibility 
has been established for the product. 


= Capitalize costs (coding, testing, and producing product masters) incurred after 
technological feasibility has been established up to the point that the product is released 
for sale. 


= Technological feasibility is established upon completion of a detailed program design or 
working model. 


4.1.2 Amortization of Capitalized Software Costs 


Annual amortization (on a product by product basis) is the greater of: 


Percentage _ Totalcapitalized , Current gross revenue for period 
of revenue amount Total projected gross revenue for product 
ee 1 
Straight line = Total capitalized _ _ 
amount Estimate of economic life 


4.1.3 Inventory 


Costs incurred to actually produce the product are product costs charged to inventory. 
Capitalized software costs are reported at the /ower of cost or market, where market is equal to 
net realizable value. 


Accounting for Costs 


Technological 
feasibility 
established 


Release product 
for sale 


Program design, Producing product masters, 
planning, coding, including additional 
and testing coding and testing 


Duplicate 
packaging 


Amortization 
expense begins 


Inventory costs 
of goods sold 
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4.2 Computer Software Developed Internally or Obtained 
Only for Internal Use 
4.2.1 Accounting for Costs 


= Expense costs incurred for the preliminary project state and costs incurred for training 
and maintenance. 


= Capitalize costs incurred after the preliminary project state and for upgrades and 
enhancements, including: 


e Direct costs of materials and services; 
e Costs of employees directly associated with project; and 


e — Interest costs incurred for the project. 


4.2.2. Amortization 


Capitalized costs should be amortized on a straight-line basis. 


4.2.3 Revenue Recognition 


If software previously developed for internal use is subsequently sold to outsiders, proceeds 
received (e.g., from the license of computer software, net of incremental costs) should be 
applied first to the carrying amount of the software, then recognized as revenue (after the 
carrying amount of the software has reached zero). 


B4-10 Module 1 © Becker Professional Education Corporation. All rights reserved. 


MODULE 


Revenue Recognition 
Advanced Topics 


1 Overview and Scope 


Revenue recognition occurs when an entity satisfies a performance obligation by transferring 
either a good or a service to a customer. Revenue should be recognized at an amount that 
reflects the expected consideration the entity is entitled to receive in exchange for the good or 
service provided. 


All entities (public, private, not-for-profit) that either enter into contracts with customers to 
transfer goods, services, or nonfinancial assets (unless governed by other standards) are subject 
to the revenue recognition standard. Certain contracts, such as those covering leases, insurance, 
non-warranty guarantees, and financial instruments, are covered under other standards. 


2. The Five-Step Approach 


In order to properly apply the revenue recognition standard, an entity should implement the 
five-step approach described below: 


= Step 1: Identify the contract with the customer. 
Step 2: Identify the separate performance obligations in the contract. 
Step 3: Determine the transaction price. 


Step 4: Allocate the transaction price to the separate performance obligations. 


Step 5: Recognize revenue when or as the entity satisfies each performance obligation. 


3 Applications of Revenue Recognition: 
Long-Term Construction Contracts 


The revenue from long-term construction contracts may be recognized over time or at a point 
in time. 


3.1 Construction Contract Revenue Recognized Over Time 


Revenue on a construction contract is recognized over time if any one of the criteria below is met: 


= The entity's performance creates or enhances an asset (e.g., work in process) that the 
customer controls as the asset is created or enhanced. 


= The entity's performance does not create an asset with alternative use to the entity, and the 
entity has an enforceable right to receive payment for performance completed to date. 
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Example 1 Recognized Over Time 


Facts: Tanner Co. is building a multiunit residential complex. The entity enters into a 
contract with a customer for a specific unit that is under construction. The contract has the 
following terms: 


= The customer pays a nonrefundable security deposit upon entering the contract. 
= The customer agrees to make progress payments during construction. 


= If the customer fails to make the progress payments, the entity has the right to all of 
the consideration in the contract if it completes the unit. 


= The terms of the contract prevent the entity from directing the unit to another 
customer. 


Required: Determine whether this performance obligation is satisfied over time or at a 
point in time. 


Solution: This performance obligation is satisfied over time because: 


= The unit does not have an alternative future use to the entity because it cannot be 
directed to another customer. 


= The entity's performance creates an asset that the customer controls because the 
terms of the contract prevent the entity from directing the unit to another customer. 


3.1.1 Using Input Methods 


When a long-term construction contract meets the criteria for recognizing revenue over time 
and it is expected to be profitable, it is appropriate to use an input method such as cost-to-cost 
(costs incurred relative to total expected costs) if the entity's accounting system can: 


1. reasonably estimate profitability; and 


2. provide a reliable measure of progress toward completion. 


3.1.2 Determination of Revenues Recognized 
Income recognized is the percentage of estimated total income either: 


1. that incurred costs to date bear to total estimated costs based on the most recent cost 
information; or 


2. that may be indicated by such other measure of progress toward completion appropriate to 
the work performed. 


3.1.3 Balance Sheet Presentation 


When long-term construction contract revenue is recognized over time, construction costs 
and estimated gross profit earned are accumulated in the construction in progress account 
(an inventory account) and billings on construction are accumulated in the progress billings 
account (a contra-inventory account). The two accounts are netted against each other for 
balance sheet reporting. 
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3.1.4 Accounting for Construction Revenue Recognized Over Time 


The following are important points to remember in accounting for contracts where revenue is 
recognized over time: 


= Journal entries and interim balance sheet treatment are the same as they are for 
construction contract revenue recognized at a point in time (described in the next section), 
except that the amount of estimated gross profit earned in each period is recorded by 
charging the construction in progress account and crediting realized gross profit. 


= Gross profit or loss is recognized in each period by the following steps: 


Step 1 Compute gross profit of completed contract: Contract price 


< Estimated total cost > 


Gross profit 


Step 2 Compute percentage of completion: Total cost to date 
Total estimated cost of contract 
Step 3 Compute gross profit earned (profit to date): Step 1 x Step 2 = PTD 
Step 4 Compute gross profit earned for current year: PTD at current FYE 
< PTD at beginning of period > 
Current year-to-date GP 


=m Anestimated loss on the total contract is recognized immediately in the year it is discovered. 


However, any previous gross profit or loss reported in prior years must be adjusted for 
when calculating the total estimated loss. 


Pass Key 


Pay attention to the terminology in long-term construction contract questions. Estimated 
total costs can be confused with estimated costs to complete. Estimated total costs is 
the total costs for a long-term contract from inception to completion. Estimated costs to 
complete would be added to costs incurred to date to arrive at estimated total costs. 
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3.2 Construction Contract Revenue Recognized at a Point in Time 


When a long-term construction contract does not meet the criteria for recognizing revenue over 
time, revenue and gross profit are recognized when the contract is completed. 


Example 2 Revenue Recognized at a Point in Time 


Facts: Tanner Co. is building a multiunit residential complex. The entity enters into a 
contract with a customer for a specific unit that is under construction. The contract has the 
following terms: 


e The customer pays a deposit upon entering the contract that is refundable if the entity 
fails to complete the unit in accordance with the contract. 


e The remainder of the purchase price is due on completion of the unit. 


e Ifthe customer defaults on the contract before completion, the entity only has the right 
to retain the deposit. 


Required: Determine whether this performance obligation is satisfied over time or ata 
point in time. 


Solution: This is a performance obligation satisfied at a point in time because the customer 
does not control the unit as it is created, and the entity does not have an enforceable 

right to payment for performance completed to date (i.e., the entity only has a right to the 
deposit until the unit is completed). 


3.2.1 Balance Sheet Presentation 


When construction contract revenue is recognized at a point in time, construction costs are 
accumulated in the construction in progress account (an inventory account) and billings on 
construction are accumulated in the progress billings account (a contra-inventory account). 
The two accounts are netted against each other for balance sheet reporting. 
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3.2.2 Accounting for Construction Revenue Recognized at a Point in Time 


The following are important points to remember in accounting for contracts when revenue is 
recognized at a point in time: 


m= Estimated gross profit is not recognized each period as part of construction in progress. 
Unless a loss is recognized on the contract, no gross profit is recognized until the contract 
is completed. 


= Atcompletion of the contract, gross profit or loss is recognized as follows: 


Gross profit or loss = Contract price — Total costs 


= Atinterim balance sheet dates, the excess of either the construction in progress account 
or the progress billings account over the other is classified as a current asset or a 
current liability. 


=m Losses should be recognized in full in the year they are discovered. 
m An expected loss on the total contract is determined by: 
1. Adding to advances any additional revenue expected to arrive at total contract revenue. 


2. Adding estimated costs to complete to the recorded costs to date to arrive at total 
contract costs. 


3. Subtracting (2) from (1) to arrive at estimated profit or loss. 


=m Losses are recorded immediately. Any profit would be recorded at completion of 
the contract. 
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Example 3 Long-Term Contract Gross Profit Computation 


Facts: 

Year 1 Year 2 Year 3 Year 4 
Sales price $4,000 $4,000 $4,000 $4,000 
Total (estimated) cost of contract 3,000 3,200 4,200 4,300 
Costs incurred to date 1,500 2,400 3,600 4,300 


Required: Compute gross profit in Years 1 through 4 assuming revenue is recognized over 
time and at a point in time. 


Solution: 


Year 1 Year 2 Year 3 Year 4 
Step 1 Compute GP of completed contract: 


Total contract sales price $4000 $4000 $4000 #£$ 4,000 
Less: Total estimated cost of contract (3,000) (3,200) (4,200) (4,300) 
Total gross profit $ 1,000 $ 800 $ (200) $ (300) 
Step 2 Compute percentage of completion: 
Costs incurred to date $1500 $2400 $3600 $ 4,300 
Total estimated cost of contract $ 3,000 $3,200 $4200 #£$ 4,300 
Percentage of completion 50% 75% 100% 100% 
(Loss Rule) 
Step 3 Compute GP earned to date: 
Total contract GP $ 1,000 $ 800 $ (200) $ (300) 
x Percentage of completion 50% 75% 100% 100% 
GP earned to date (cumulative) $ 500 $ 600 $ (200) $ (300) 


Step 4 Compute GP earned each year— 
percentage of completion: 


Previously recognized $ -- $ 500 $ 600 $ (200) 
Current year gross profit $ 500 $ 100 $ (800) $ (100) 


Compute GP earned each year—revenue recognized at a point in time: 
Computations $ -0- § -0- $ (200) $ (100) 
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Long-Term Construction Contract Accounting Journal Entries 


Revenue Recognized Over Time 


Revenue Recognized at a Point in Time 


Journal Entries During Construction Period 


Journal entry to record costs incurred: 


Construction in progress 
Materials, cash, etc. 


Journal entry to record billings on contract: 


Accounts receivable 


Progress billings on 
construction contract 


Journal entry to record payments received: 


Cash 
Accounts receivable 


Journal entry to record costs incurred: 


Construction in progress 
Materials, cash, etc. 


Journal entry to record billings on contract: 


Accounts receivable 


Progress billings on 
construction contract 


Journal entry to record payments received: 


Cash 
Accounts receivable 


Journal entry to record estimated gross profit 


N/A if project is profitable. Losses are recognized 
during construction: 


in full in the period incurred. 
Cost of long-term 

construction contracts 
Construction in progress 


Revenue from LT 
construction contracts* 


*Determined based on costs to date relative to total 
costs. Losses recognized in full in the period incurred. 


Balance Sheet Presentation During Construction Period 


CIP > Progress billings = Current asset (costs of 
uncompleted contracts in excess of progress billings) 


Progress billings > CIP = Current liability (progress 
billings on uncompleted contracts in excess of costs) 


CIP includes costs incurred and estimated gross 
profit earned to date. 


Journal Entries When Construction Completed 


Journal entry to close construction accounts: 


CIP > Progress billings = Current asset (costs of 
uncompleted contracts in excess of progress billings) 


Progress billings > CIP = Current liability (progress 
billings on uncompleted contracts in excess of costs) 


CIP includes only costs incurred. 


Journal entry to close billings to revenue: 


Progress billings Progress billings 
Construction in progress Revenue 


Journal entry to close construction in progress 
to expense: 


Cost of LT construction contract 
Construction in progress 
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4 Other Applications of Revenue Recognition 


4.1 Incremental Costs of Obtaining a Contract 


The incremental costs of obtaining a contract are costs incurred that would not have been 
incurred if the contract had not been obtained, and are recognized as an asset (capitalized and 
amortized) if the entity expects that it will recover these costs. An entity will recognize an 
expense if the costs would have been incurred regardless of whether the contract was obtained. 


Example 4 Incremental Costs of Obtaining a Contract 


Facts: A software developer enters into a contract with a customer to transfer a software 
license, perform installation, and provide software updates and technical support for three 
years in exchange for $240,000. In order to win this contract, the developer incurred the 
following costs: 


Legal fees for drawing up the contract $10,000 
Travel costs to deliver proposal 20,000 
Commissions to sales employee 12,000 
Total $42,000 


Required: Determine which costs should be recognized as an asset and which should 
be expensed. 


Solution: The travel costs ($20,000) should be expensed because they would have been 
incurred even if the developer did not get the contract. The legal fees ($10,000) and sales 
commissions ($12,000) should be recognized as assets because they are costs of obtaining 
the contract, assuming that the developer expects to recover the costs. 


4.2 Costs to Fulfill a Contract 


The costs that are incurred to fulfill a contract that are not within the scope of another standard 
will be recognized as an asset if they meet ail of the following criteria: 


= Relate directly to a contract (such as direct labor, materials, allocated costs, and other costs 
that are explicitly chargeable to the customer per the contract). 


m They generate or enhance the resources of the entity. 
m They are expected to be recovered. 


Costs to be expensed include selling, general and administrative costs, wasted labor and 
materials costs, and costs tied to satisfied performance obligations. 
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Example 5 Costs to Fulfill a Contract 


Facts: A software developer enters into a contract with a customer to transfer a software 
license, perform installation, and provide software updates and technical support for 

three years in exchange for $240,000. In order to fulfill the technical support portion of the 
project, the developer purchases an additional workstation for the technical support team 
for $8,000 and assigns one employee to be primarily responsible for providing the technical 
support for the customer. This employee also provides services for other customers. 

The employee is paid $30,000 annually and is expected to spend 10 percent of his time 
supporting the customer. 


Required: Determine which costs should be recognized as an asset and which should 
be expensed. 


Solution: The additional workstation ($8,000) should be recognized as an asset. The cost of 
the employee assigned to the contract ($30,000) should be recognized as a payroll expense 
because, although the costs relate to the contract and are expected to be recovered, the 
employee was already working for the developer and therefore the costs do not generate 
or enhance the resources of the developer. 


4.3. Contract Modifications 


A contract modification represents a change in the price or scope (or both) of a contract 
approved by both parties. When a modification occurs, it is either treated as a new contract or as 
a modification of the existing contract. The modification is treated as a new contract if: 


m the scope increases due to the addition of distinct goods or services; and 


m the price increase appropriately reflects the stand-alone selling prices of the additional 
goods/services. 


If not accounted for as a new contract, the modification is treated as part of the existing contract 
(for non-distinct goods and services) with an adjustment to revenue to reflect the change in the 
transaction price. 


4.4 Principal vs. Agent 


Whenever an entity uses another party to provide goods or services to a customer, the entity 
needs to determine whether it is acting as a principal or an agent. 


= Principal: The entity controls the good or service before it is transferred to the customer. 
When this is the case, the revenue recognized is equal to the gross consideration an entity 
expects to receive. 


= Agent: The entity arranges for the other party to provide the good or service to the 
customer. When this is the case, the revenue recognized is equal to the fee or commission 
for performing the agent function. 


Indicators that an entity is an agent and does not control the good or service before it is 
provided to the customer include: 


= another party (the principal) is primarily responsible for fulfilling the contract; 
m the entity does not have inventory risk; and 


= the entity does not have discretion in establishing prices for the other party's goods 
or services. 
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Example 6 Principal vs. Agent 


Facts: On January 1, Anderson Co. enters into a contract with Tanner Co. for the sale of 
an excavator with unique specifications. Anderson and Tanner develop the specifications 
and Anderson contracts with a construction equipment manufacturer to produce the 
equipment. The manufacturer will deliver the equipment to Tanner when it is completed. 


Anderson agrees to pay the manufacturer $350,000 on delivery of the excavator to Tanner. 
Anderson and Tanner agree to a selling price of $385,000, which will be paid by Tanner to 
Anderson. Anderson's profit is $35,000. Anderson's contract with Tanner requires Tanner 
to seek remedies for defects from the manufacturer, but Anderson is responsible for any 
corrections due to errors in specifications. 


Required: Determine whether Anderson is acting as principal or agent in its contract 
with Tanner. 


Solution: Anderson is acting as principal in the contract based on the following indicators: 


e Anderson is responsible for fulfilling the contract because it is responsible for ensuring 
that the excavator meets specifications. 


e Anderson has inventory risk because it is responsible for correcting errors in 
specifications, even though the manufacturer has inventory risk during production. 


e Anderson has discretion in establishing the selling price. 


4.5 Repurchase Agreements 


A repurchase agreement is a contract by which an entity sells an asset and also either promises 
to or has the option to repurchase the asset. The three main forms of repurchase agreements 
include: an entity's obligation to repurchase the asset (a forward); an entity's right to repurchase 
the asset (a call option); and an entity's obligation to repurchase the asset at the customer's 
request (a put option). 


4.5.1 Forward or Call Option 


The entity's accounting for the contract will be based on whether it must (forward) or can (call) 
repurchase the asset for either: 


= less than the original selling price (it will be a lease); or 
= equal to/more than the original price (it will be a financing arrangement). 


If the contract is a financing arrangement, the entity will recognize the asset, recognize a 
financial liability for any consideration received from the customer, and recognize as interest 
expense the difference between the amount of consideration received from the customer and 
the amount of consideration to be paid by the customer. 
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Example 7 Forward or Call Option 


Facts: On January 1, Anderson Co. enters into a contract with Tanner Co. for the sale of an 
excavator for $350,000. The contract includes a call option that gives Anderson the right to 
repurchase the excavator for $385,000 on or before December 31. Tanner pays the entity 

$350,000 on January 1. On December 31, the option lapses unexercised. 


Required: Explain how Anderson should account for the transaction on January 1, during 
the year, and on December 31. 


Solution: Anderson should account for the transaction as a financing arrangement 
because the repurchase price is greater than the original selling price. 


On January 1, Anderson recognizes a financial liability of $350,000: 


Cash $350,000 
Financial liability $350,000 


During the year, Anderson recognizes interest expense of $35,000, the difference between 
the repurchase price of $385,000 and the cash received of $350,000. 
Interest expense $35,000 
Financial liability $35,000 


On December 31, when the option lapses, Anderson derecognizes the liability and records 
a sale: 
Financial liability $385,000 
Revenue $385,000 


4.5.2 Put Option 


If the entity has an obligation to repurchase the asset at the customer's request for less than the 
original selling price, the entity will account for the contract as either: 


= a lease (if the customer has a significant economic incentive to exercise the right); or 


= asale with a right of return (if the customer does not have a significant economic incentive 
to exercise the right). 


If the repurchase price is equal to or greater than the original selling price, the entity accounts 
for the contract as either: 


= a financing arrangement (if the repurchase price is more than the expected market value of 
the asset); or 


=  asale with a right of return (if the repurchase price is less than or equal to the expected 
market value of the asset and the customer does not have a significant economic incentive 
to exercise the right). 
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Example 8 Put Option 


Facts: On January 1, Anderson Co. enters into a contract with Tanner Co. for the sale of 
an excavator for $350,000. The contract includes a put option that obliges Anderson to 
repurchase the excavator at Tanner's request for $315,000 on or before December 31. 
The market value is expected to be $275,000 on December 31. Tanner pays Anderson 
$350,000 on January 1. 


Required: Determine whether Anderson should account for this transaction as a lease, a 
financing arrangement, or a sale with a right of return. 


Solution: The transaction should be accounted for as a lease because Anderson has an 
obligation to repurchase the excavator for less than the original selling price, and Tanner 
has a significant economic incentive to exercise the option because the repurchase price is 
greater than the market value expected on December 31. 


4.6  Bill-and-Hold Arrangements 


Bill-and-hold arrangements are contracts in which the entity bills a customer for a product 

that it has not yet delivered to the customer. Revenue cannot be recognized in a bill-and-hold 
arrangement until the customer obtains control of the product. Generally, control is transferred 
to the customer when the product is shipped to or delivered to the customer (depending on the 
terms of the contract). For a customer to have obtained control of a product in a bill-and-hold 
arrangement, all of the following criteria must be met: 


= There must be a substantive reason for the arrangement (e.g., the customer has requested 
the arrangement because it does not have space for the product). 


= The product has been separately identified as belonging to the customer. 
= The product is currently ready for transfer to the customer. 


=m The entity cannot use the product or direct it to another customer. 
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Example 9 Bill and Hold 


Facts: On January 1, Anderson Co. enters into a contract with Tanner Co. for the sale of 
an excavator and spare parts. The manufacturing lead time is 18 months. On July 1 of the 
following year, Tanner pays for the machine and spare parts, but only takes possession of 
the machine. Tanner inspects and accepts the spare parts, but requests that the parts be 
stored in Anderson's warehouse because Tanner does not have a place to store the parts 
and its premises are very close to Anderson's warehouse. 


Anderson expects to store the spare parts in a separate section of its warehouse for three 
years. The parts are available for immediate delivery to Tanner. Anderson cannot use the 
spare parts or transfer them to another customer. 


Required: Identify the performance obligation(s) in this contract and determine when 
revenue is recognized on each performance obligation. 


Solution: There are three performance obligations in this contract: 
1. Promise to provide the excavator 

2. Promise to provide spare parts 

3. Custodial services related to the spare parts 


Tanner obtains control of the spare parts on July 1 because all of the criteria are met 

(i.e., there is a substantive reason for Anderson to hold the spare parts, the parts are 
separately identified and ready to transfer, and Anderson cannot use the parts or transfer 
them to another customer). 


Anderson recognizes revenue for the excavator and spare parts on July 1 when the 
excavator is transferred to Tanner and Tanner has obtained control of the spare parts. 


Anderson recognizes revenue on the custodial services over the three years that the 
services are provided. 


4.7 Consignment 


Consignment is when the dealer or distributor has not obtained control of the product. Revenue 
is recognized when the dealer or distributor sells the product to a customer, or when the dealer 
or distributor obtains control of the product (i.e., after a specified period of time expires). 


Indicators of a consignment arrangement include: 


=m The entity controls the product until a specified event occurs (the sale of the product to the 
customer or a specific time period expires). 


=m The dealer does not have an unconditional obligation to pay the entity for the product 
(although it might be required to pay a deposit). 


= The entity can require the return of the product or transfer the product to another party. 
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Example 10 Sale or Consignment 


Facts: FMC, a large multinational car manufacturer, delivers cars to a car dealer on the 
following terms: 


e Legal title passes on sale to the public. 


e The car dealer must pay for the car when legal title passes. The price to the car dealer is 
determined on the date FMC delivers the cars to the dealership. 


e FMC can require the return of the cars and, if not sold by the car dealer, can transfer the 
cars to another dealer. 


Required: Determine whether FMC should account for the delivery of the cars to the car 
dealer as a sale or a consignment arrangement. 


Solution: FMC should account for the delivery of cars to the car dealer as a consignment 
arrangement because the dealer has not obtained control of the cars, as evidenced by the 
fact that FMC can require the return or transfer of the cars and the dealer does not have an 
unconditional obligation to pay FMC for the cars. Revenue should not be recognized until 
the dealer sells a car. 


4.8 Warranties 


The accounting for a warranty will depend on whether a customer has the option to purchase 
the warranty separately. If it can be purchased separately, the warranty will be considered a 
distinct service because it is promised to the customer in addition to the product covered by 
the contract. An entity will therefore account for the warranty as a performance obligation and 
allocate a portion of the overall transaction price to that obligation. If the warranty cannot be 
purchased separately, then there is no separate performance obligation. 


The following factors should be considered when determining whether the warranty represents a 
service in addition to the assurance that a product is compliant with agreed-upon specifications: 


= If the law requires the warranty, this would indicate that it is not a performance obligation. 
m The longer the coverage period, the higher the likelihood that it is a performance obligation. 


= [fan entity must perform specific tasks to provide assurance regarding product compliance 
with agreed-upon specifications, these tasks are likely not a performance obligation. 


If a warranty provides a service to a customer that is beyond the assurance that the product 
will comply with agreed-upon specifications, the promised service will represent a performance 
obligation that will require the transaction price be allocated to both the product itself and 

the service. 
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4.9 Refund Liabilities and the Right to Return 


An entity should recognize a refund liability if it receives or will receive consideration from a 
customer and anticipates having to refund a portion or all of that consideration. The refund 
liability represents the amount an entity does not expect to be entitled to receive. 


For products with a right of return (which may involve the customer receiving a refund, a credit, 
or another product in exchange for the original product), an entity should recognize: 


=m Revenue for transferred products equaling the amount of consideration the entity expects 
to be entitled to receive (revenue will not be recognized for products that entities anticipate 
having to return) 


= Arefund liability 


= Anasset related to the subsequent recovery of products when the refund liability is settled 


Journal entry to record an initial liability on a cash sale of $50,000 where 10 percent of items 
purchased tend to be returned: 


Cash $50,000 
Refund liability $ 5,000 
Sales revenue 45,000 


Journal entry to record cash paid to customer who returns $3,000 in goods purchased: 


Refund liability $3,000 
Cash $3,000 


5 Reconciliation: Sales Subledger to General Ledger 


5.1 Sales Subledger 


When there are large volumes of transactions, a subsidiary ledger is often used to record the 
details. A sales subledger is used to record and store detailed information, which is summarized 
in the sales control account in the general ledger. Whereas sales in the general ledger will reflect 
overall total sales, the sales subledger will provide individual transaction details such as date, 
customer, transaction amount (gross and net of discount), and whether the transaction was in 
cash or on credit. The sales subledger may be categorized by inventory category, product, sales 
region, individual salespersons, or customer. 


5.2 Reconciliation to the General Ledger 


Given the importance and prominence of sales numbers for any company, the reliability 
and integrity of the data are critical. At a high level, the balance in sales in the general ledger 
must equal the total sales revenue from the accounts in the sales subledger. When there are 
differences, a reconciliation is needed to identify and correct the differences. 
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5.2.1. The Reconciliation Process 


The reconciliation process should be done at least monthly and is often performed 
electronically due to the volume of data. The process involves first comparing the total from 

the sales subledger accounts with the overall balance in sales in the general ledger. If there 

are differences, transactions in both ledgers must be reviewed and compared. Once the 
discrepancies are identified and the locations of the necessary adjustments are determined, 
either adjusting journal entries will be recorded in the general ledger or updates will be made to 
the sales subledger. The process is complete when the adjusted balances are equal. 


5.2.2 Differences and Adjustments 


There are myriad reasons for why differences may exist between the sales subledger and 
the general ledger. Examples of the types of differences often found and the corrections 
needed include: 


= Incorrect entries may have been recorded in the sales general ledger control account, which 
will require adjusting journal entries to the general ledger to fix. 


= Adjusting journal entries posted to the general ledger at month-end may not have been 
reflected in the sales subledger and must subsequently be updated in the subledger. 


= Automatic posting errors may cause transactions to post to miscellaneous or other revenue 
instead of sales revenue, which will require a change in the posting rules and adjusting 
entries to the general ledger. 


= Discounts and allowances may be reflected as direct offsets to sales in the sales subledger 
but appear under different accounts in the general ledger. Actual adjustments are not 
needed, but the reconciliation should include all accounts related to sales to fully capture 
these discounts and allowances. 
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3 Stock Compensation 


1 Employee Stock Options 


A stock option is the right to purchase shares of a corporation's capital stock under fixed 
conditions of time, place, and amount. 


Under traditional stock option and stock purchase plans, an employer corporation grants 
options to purchase shares of its stock, often at a price lower than the prevailing market, making 
it possible for the individual exercising the option to have a potential profit at the moment of 
acquisition. Most option agreements provide that the purchaser must retain the stock for a 
minimum period, thus eliminating the possibility of speculation. The cost of compensation is 
measured by the fair value based on an option pricing model. Stock options or purchase plans 
can be either noncompensatory or compensatory. 


1.1 Noncompensatory Stock Option/Purchase Plans 


1.1.1. Intention 


Certain stock options and employee stock purchase plans are used by entities to raise capital or 
diversify ownership among employees or officers. 


1.1.2 Characteristics of Noncompensatory Plans 


Under U.S. GAAP, an employee stock purchase plan is noncompensatory if it meets all of the 
following requirements: 


= Substantially all full-time employees meeting limited employee qualifications may 
participate. Excluded are officers and employees owning a specific amount of the 
outstanding stock in the corporation. 


= Stock is offered to eligible employees equally, but the plan may limit the total amount of 
shares that can be purchased. 


= The time permitted to exercise the rights is limited to a reasonable period. 


= Any discount from the market price is no greater than would be a reasonable offer of stock 
to shareholders or others. 


Stock option plans that meet the requirements of a noncompensatory plan do not require the 
recognition of compensation expense by the sponsoring company. Plans that do not contain 
these characteristics are usually classified as compensatory plans. 
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1.2 Compensatory Stock Option/Purchase Plans 


Compensatory stock options and stock purchase plans are valued at the fair value of the 
options issued. 


1.2.1 Definitions 


= Option Price (or Exercise Price): the price at which the underlying stock can be purchased 
pursuant to the option contract. 


= Exercise Date: the date by which the option holder must use the option to purchase 
the underlying (and typically the date at which the stock options outstanding account is 
reduced). 


= Fair Value of the Option: determined by an economic pricing model such as the 
Black-Scholes method. 


= Grant Date: the date the option is issued. 


= Vesting Period: the period over which the employee has to perform services in order to 
earn the right to exercise the options (i.e., the time from the grant date to the vesting date). 


= Service Period: the period over which compensation expense is recognized (i.e. the period 
the employee performs the service). The service period is generally the vesting period. 


1.2.2 Compensation Expense 


Under the fair value method, total compensation expense is measured by applying an 
acceptable fair value pricing model such as the Black-Scholes Option Pricing Model. Any CPA Exam 
question will supply this number. This compensation expense, calculated on the grant date 

of the options, is allocated over the service period, in accordance with the matching principle. 
The service period is the vesting period, which is the time between the grant date and the 
vesting date. 


Example 1 Accounting for Stock Options 


Facts: On January 1, Year 1, ABC Co. granted options exercisable after December 31, Year 2, 
to purchase 10,000 shares of $5 par common stock for $25 per share. On the grant date, 
the market price of the stock was $20 per share. Using an acceptable valuation model, the 
options had a total fair value of $50,000. The options are to serve as compensation for 
services during Year 1 and Year 2. 


Required: Prepare the journal entries to account for the stock. 


(continued) 
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(continued) 


Solution: 

January 1, Year 1 

No entry required. 
December 31, Year 1 


Journal entry to allocate compensation cost to Year 1 operations: 
Compensation expense $25,000 
Additional paid-in capital—stock options $25,000 
December 31, Year 2 


Journal entry to allocate compensation cost to Year 2 operations: 


Compensation expense $25,000 
Additional paid-in capital—stock options $25,000 


On January 1, Year 3, all options are exercised. On the exercise date, the market price of the 
stock was $35 per share. 


January 1, Year 3 


Journal entry to record the exercise of the options: 


Cash (10,000 x $25) $250,000 

Additional paid-in capital—stock options 50,000 
Common stock (10,000 x $5 par) $ 50,000 
Additional paid-in capital in excess of par 250,000 


1.2.3 Expiration of Options 


Expiration of options requires a reclassification of the remaining balance in the "additional 
paid-in capital—stock options" account. Reclassification is accomplished by means of the 
following journal entry: 


Additional paid-in capital—stock options $XXX 
Additional paid-in capital—expired stock options $XXX 


Note: Compensation expense is not affected by the expiration of options. 
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Assume that in the previous example, only one half of the options are exercised. The 
journal entry to record the exercise of options follows: 


“55 Cash (5,000 x $25) $125,000 
| Additional paid-in capital—stock options 25,000 
| Common stock (5,000 x $5) $ 25,000 
LCR | Additional paid-in capital (common stock) 125,000 


If the remaining options expire, the "additional paid-in capital—stock options" account 
would have to be reclassified as expired. The required journal entry follows: 


~~ Additional paid-in capital—stock options $25,000 
; CR Additional paid-in capital—expired stock options $25,000 


2. Stock Appreciation Rights (SARs) 


A stock appreciation right entitles an employee to receive an amount equal to the excess of 
the market price of stock at the exercise date over a predetermined amount (usually market 
price at grant date). This excess multiplied by the number of rights outstanding is recorded 
as compensation expense and a liability. Compensation expense for stock appreciation rights 
outstanding must be adjusted annually to account for changes in the market price of the 
stock. Unlike stock options, stock appreciation rights do not require the employee to make a 
cash payment. 


Example 2 Stock Appreciation Rights 


Facts: On January 1, Year 1, Loud Corp. granted Mort, its president, 10,000 stock 
appreciation rights expiring on January 3, Year 4. Upon exercise, Mort may receive cash 
for the excess of market price of the stock on that date over the market price on the grant 
date, and the service period runs for two years. Market prices were as follows: 


January 1, Year 1 $30 
December 31, Year 1 45 
December 31, Year 2 AO 


Mort exercised all his stock appreciation rights on January 2, Year 3, when the market value 
of Loud's stock was still $40. 


Required: Prepare the journal entries that should be recorded by Loud to account for the 
stock appreciation rights on December 31, Year 1; December 31, Year 2; and January 2, Year 3. 


(continued) 
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(continued) 


Solution: 


December 31, Year 1 


Market price at December 31, Year 1 $ 45 
Market price at January 1, Year 1 (30) 
Appreciation in market value 15 
Number of stock rights outstanding x 10,000 
Total compensation expense $150,000 


Compensation expense for Year 1 is then % x $150,000 because the service period is for 
two years. Loud's journal entry at December 31, Year 1, follows: 


Compensation expense $75,000 
Liability for SAR plan $75,000 


A liability account is credited because Mort will receive cash. Otherwise, paid-in capital 
would be credited if stock is to be issued. 


December 31, Year 2 


Market price at December 31, Year 2 $ 40 
Market price at January 1, Year 1 (30) 
Appreciation in market value 10 
Number of rights outstanding x_ 10,000 
Required balance in liability, Year 2 $100,000 


Compensation expense is $100,000 less the $75,000 previously recognized, or $25,000. 
The required journal entry for Year 2 follows: 


Compensation expense $25,000 
Liability for SAR plan $25,000 


January 2, Year 3 


When the stock appreciation rights are exercised, Loud would make the following entry: 


Liability for SAR plan $100,000 
Cash $100,000 
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NOTES 
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Business Combinations 


and Consolidated 
Financial Statements 


1 Basic Consolidation Concepts 


1.1 Control (Over 50 Percent Ownership) 


Under the voting interest model, consolidated financial statements are prepared when a 
parent-subsidiary relationship has been formed. An investor is considered to have parent status 
when control over an investee is established or more than 50 percent of the voting stock of the 
investee has been acquired. 


Under U.S. GAAP, all majority-owned subsidiaries (domestic and foreign) must be consolidated 
except when significant doubt exists regarding the parent's ability to control the subsidiary, such 
as when: 


1. the subsidiary is in legal reorganization; or 
2. bankruptcy and/or the subsidiary operates under severe foreign restrictions. 
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1.2 Controlling Interest and Noncontrolling Interest (NCI) 


Business combinations that do not establish 100 percent ownership of a subsidiary by a 
parent company result in a portion of the subsidiary's equity (net assets) being attributable to 
noncontrolling shareholders. 

1.2.1 Controlling Interest 

An investor owning more than 50 percent of a subsidiary has a controlling interest in that 
subsidiary. 

1.2.2 Noncontrolling Interest 


Noncontrolling interest is the portion of the equity (net assets) of a subsidiary that is not 
attributable to the parent. Noncontrolling interest is reported at fair value in the equity section 
of the consolidated balance sheet, separately from the parent's equity. 
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2 Variable Interest Entity (VIE) Model 


2.1 Definitions 


2.1.1 Variable Interest Entities (VIEs) 


A corporation, partnership, trust, LLC, or other legal structure used for business purposes that 
either does not have equity investors with voting rights or lacks the sufficient financial resources 
to support its activities. 


2.1.2 Primary Beneficiary 


The entity that is required to consolidate the VIE. The primary beneficiary is the entity that has 
the power to direct the activities of a variable interest entity that most significantly impact the 
entity's economic performance and: 


1. absorbs the expected VIE losses; or 
2. receives the expected VIE residual returns. 


we Pass Key 


The primary beneficiary of a variable interest entity must consolidate the variable interest 
entity. Under U.S. GAAP, all consolidation decisions are evaluated first under the VIE 
model. If consolidation is not required under the VIE model, then the investor (parent) 
company determines whether consolidation is necessary under the voting interest model 
(consolidate when ownership is more than 50 percent of the investee's voting stock). 


2.2 Identifying a Variable Interest in a Business Entity 


A company has a variable interest in a business entity when all of the following conditions are met: 
1. The company and business entity have an arrangement 

2. The business entity is a legal entity 

3. The business fails to qualify for an exclusion 

4. The interest is more than insignificant 

5. The company has an explicit or implicit variable interest in the entity 


2.2.1 Company and Business Entity Have an Arrangement 
A VIE may exist when a company has any one of four arrangements with a business entity, including: 
1. The company or a related party significantly participated in the business entity's design. 


2. Substantially all of the business entity's activities, by its design, involve or are conducted on 
behalf of the company. 


3. More than half of the total of the equity, subordinated debt, and other forms of financial 
support is provided by the company. 


4. Securitizations or other forms of asset-backed financing agreements or single-lessee leasing 
arrangements are the primary activities of the entity. 
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2.2.2 Business Entity Is a Legal Entity 


Legal entities include corporations, partnerships, LLCs, trusts, and majority-owned subsidiaries. 


2.2.3. Business Entity Fails to Qualify for Exclusion 

The following types of entities are ordinarily not subject to consolidation as VIEs: 
= Nonprofit organizations 

Employee benefit plans 

Registered investment companies 


Separate accounts of life insurance companies 


Governmental organizations and financing entities established by governments 


2.2.4 Interest Is More Than Insignificant 


An entity with an insignificant variable interest is unlikely to be considered the primary 
beneficiary. The term "insignificant" should be considered in the context of whether the 
variable interest is large enough for the company to even remotely be considered the primary 
beneficiary that would consolidate the VIE. 


2.2.5 Company Has an Explicit or Implicit Variable Interest in the Entity 
A variable interest exists when the company must: 
= absorb a portion of the business entity's losses; or 


™ receive a portion of the business entity's expected residual returns. 


Pass Key 


Examples of variable interests include: 

e Explicit investments at risk 

e Explicit guarantees of debt, the values of assets, or residual values of leased assets 
e Implicit guarantees with related party involvement 

° Most liabilities, excluding short-term trade payables 

e Most forward contracts to sell assets owned by the entity 

° Options to acquire leased assets at the end of the lease terms at specified prices 


Explicit means in writing and legally enforceable. 
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2.3. Business Entity Is a Variable Interest Entity 


Once a company has established that it has a variable interest in a business entity, the company 
must determine whether the business entity is a variable interest entity (VIE). The business entity 
is a VIE if it has any of the following characteristics: 


2.3.1 Insufficient Level of Equity Investment at Risk 


A business entity has an insufficient level of equity investment at risk, and is a VIE, if it 
cannot operate on its own without additional subordinated financial support in the form of 
variable interests. 


An entity has sufficient equity investment at risk, and is not a VIE, when: 
= The entity can finance its own activities. 


=m The entity's equity investment at risk is at least as much as the equity investment of other 
non-VIE entities that hold similar assets of similar quality. 


= Other facts and circumstances indicate that the equity investment at risk is sufficient. 


=m The fair value of the equity investment at risk is greater than expected losses. 


In order to receive a bank loan, Little Corporation must obtain a loan guarantee from one 
of its shareholders. Little Corporation's total equity at risk is insufficient because it must 
obtain additional financial support in the form of the guarantee in order to obtain outside 
bank financing. A guarantee is a variable interest and Little Corporation is a VIE. 


2.3.2 Inability to Make Decisions or Direct Activities 


An entity is a VIE if the holders of the total equity investment at risk, as a group, do not have 
the power to direct the activities of the entity that most significantly impact the entity's 
economic performance. 


2.3.3 No Obligation to Absorb Entity's Expected Losses 


An entity is a VIE if the holders of the total equity investment at risk have no obligation to absorb 
the entity's expected losses. 


2.3.4 No Right to Receive Expected Residual Returns 


An entity is a VIE if the holders of the total equity investment at risk have no right to receive the 
entity's expected residual returns. 
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2.3.5 Disproportionately Few Voting Rights 


An entity is a VIE if some of the equity investors have disproportionately few voting rights in 
comparison to their economic interests. An entity is automatically deemed to be a variable 
interest entity when all three of the following conditions are present: 


1. Substantially all of the activities of the entity are conducted on behalf of an equity investor 
or substantially all of the activities are involving an equity investor. 


2. The voting rights of that equity investor are small in comparison with the focus of the entity 
on that investor. 


3. The voting rights of one or more of the equity investors, including that equity investor, are 
out of line with the investor's obligation to absorb expected losses, the investor's right to 
receive expected residual returns, or both. 


Gearty Inc. and Small Inc. start a joint venture, Team LLC, to produce and sell gadgets. Their 
Team LLC investment and voting rights are: 


Investment Voting Rights 
Gearty Inc. $100,000 10% 
Small Inc. 25,000 90% 


All gadgets produced by Team LLC are sold to Gearty Inc. 

Team LLC is a VIE because: 

e All activities are on behalf of Gearty Inc. 

© Gearty Inc.'s voting rights are small in comparison with the focus of Team LLC on Gearty Inc. 


© Gearty Inc.'s voting rights are out of line with the variable interest Gearty Inc. has in 
Team LLC ($100,000 + $125,000 = 80% investment versus 10% voting rights). 


If all the gadgets produced by Team LLC were manufactured for an unrelated third party, 
then Team LLC would not be a VIE because the activities of the entity are not conducted on 
behalf of the equity investor. 


2.4 Primary Beneficiary Consolidates 


Once a company has established that it has a variable interest in a business entity that is 
a variable interest entity (VIE), the primary beneficiary must be determined. The primary 
beneficiary must consolidate the VIE. 


The company is the primary beneficiary if it has the power to direct the activities of a variable 
interest entity that most significantly impact the entity's economic performance and the company: 


= absorbs the expected VIE losses; or 
™ receives the expected VIE residual returns. 


If one party receives the expected residual returns and another party absorbs the expected 
losses, the party that absorbs the expected losses consolidates. It is possible for an entity to be a 
VIE, but have no primary beneficiary and, therefore, nobody consolidates. 
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Private Company Accounting Alternative 


Under U.S. GAAP, a private company (an entity that is not a public entity or a 
not-for-profit entity) may elect to not consolidate a lessor entity that would 
otherwise be consolidated under existing VIE guidance if the following four criteria 
are met: 


1. The lessee (the reporting entity) and the lessor are under common control. 
2. The lessee has a leasing arrangement with the lessor. 


3. Substantially all activities between the lessee and lessor are related to leasing 
activities. 


4. If the lessee explicitly guarantees or collateralizes any obligation of the lessor, 
then the principal amount of the obligation does not exceed the value of the 
asset leased by the private company from the lessor. 


This is an accounting policy elected by the lessee and applies to all current and 
future leasing arrangements. It is applied using a full retrospective approach to all 
periods presented. 


3. Acquisition Method 


3.1 Calculating the Acquisition Price 


In a business combination accounted for as an acquisition, the subsidiary may be acquired for 
cash, stock, debt securities, etc. 


The investment is valued at the fair value of the consideration given or the fair value of the 
consideration received, whichever is the more clearly evident. The accounting for an acquisition 
begins at the date of acquisition. 
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Journal entry to record the acquisition for cash: 


Investment in subsidiary $XXX 
R Cash $XXX 


~~ Investment in subsidiary $XXX 
Common stock (parent at par) $XXX 
APIC (parent/FV—par) Oe 


Example 1 Date of Purchase: Stock Price Goes Up 


Facts: 


e TAG Inc. announces that it has agreed to buy a Sub Co. on April 1, Year 1, for 1 million 


shares of its own common stock. 


e Transaction closes on September 30, Year 1. 


Market Price of Stock Stock Price Goes Up 
4/1/Yr 1 (announced) $10 
9/30/Yr 1 (closed) $14 


Required: Compute the acquisition price. 


1,000,000 x $14 = $14,000,000 


Solution: 


Example 2 Date of Purchase: Stock Price Goes Down 


Facts: 


e TAG Inc. announces that it has agreed to buy a Sub Co. on April 1, Year 1, for 1 million 


shares of its own common stock. 


e Transaction closes on September 30, Year 1. 


Market Price of Stock Stock Price Goes Down 
4/1/Yr 1 (announced) $10 
9/30/Yr 1 (closed) $7 


Required: Compute the acquisition price. 


1,000,000 x $7 = $7,000,000 


Solution: 
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3.2. Application of the Acquisition Method 


The acquisition method has two distinct accounting characteristics: (1) 100 percent of the 

net assets acquired (regardless of percentage acquired) are recorded at fair value with any 
unallocated balance remaining creating goodwill; and (2) when the companies are consolidated, 
the subsidiary's entire equity (including its common stock, APIC, and retained earnings) is 
eliminated (not reported). 


L Pass Key 


The parent's basis is the acquisition price. The easy-to-remember formula is: 


Fair value = Acquisition price = Investment in subsidiary 


3.2.1 Consolidation Adjustments 


An acquiring corporation should adjust the following items during consolidation: 


1. Common Stock, APIC, and Retained Earnings of Subsidiary Are Eliminated 


The pre-acquisition equity (common stock, APIC, and retained earnings) of the subsidiary 

is not carried forward in an acquisition. Consolidated equity will be equal to the parent's 
equity balance (plus any noncontrolling interest). The subsidiary's equity is eliminated by 
debiting each of the subsidiary's equity accounts in the eliminating journal entry (EJE) on the 
consolidating workpapers. 


2. Investment in Subsidiary Is Eliminated 


The parent company will eliminate the "investment in subsidiary" account on its balance 
sheet as part of the eliminating journal entry (EJE). This credit will be posted on the 
consolidating workpapers. 


3. Noncontrolling Interest (NCI) Is Created 


As part of the eliminating journal entry (EJE) on the consolidating workpapers, the fair 
value of any portion of the subsidiary that is not acquired by the parent must be reported 
as noncontrolling interest in the equity section of the consolidated financial statements, 
separately from the parent's equity. 


4. Balance Sheet of Subsidiary Is Adjusted to Fair Value 


All of the subsidiary's balance sheet accounts are to be adjusted to fair value on the 
acquisition date. This is accomplished as part of the eliminating journal entry (EJE) on 
the consolidating workpapers. This adjustment is done, regardless of the amount paid 
to acquire the subsidiary. The adjustment is for the full (100 percent) fair value of the 
subsidiary's assets and liabilities, even if the parent acquires less than 100 percent of 
the subsidiary. 


5. Identifiable Intangible Assets of the Subsidiary Are Recorded at Their Fair Value 


As part of the eliminating journal entry (EJE) on the consolidating workpapers, it is required 
that the parent record the fair value of all identifiable intangible assets of the subsidiary. 
This is done even if no amount was incurred to acquire these items in the acquisition. 
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6. Goodwill (or Gain) Is Required 


If there is an excess of the fair value of the subsidiary (acquisition cost plus any 
noncontrolling interest) over the fair value of the subsidiary's net assets, then the 
remaining/excess is debited to create goodwill. If there is a deficiency in the acquisition cost 
compared with the subsidiary's fair value, then the shortage/negative amount is recorded as 
a gain. 


3.2.2 Consolidated Workpaper Eliminating Journal Entry 


The year-end consolidating journal entry known as the consolidating workpaper eliminating 
journal entry (JE) is: 


Common stock—subsidiary $XXX 

AP|IC—subsidiary XXX 

Retained earning—subsidiary XXX 
Investment in subsidiary $XXX 
Noncontrolling interest XXX 

Balance sheet adjustments to FV XXX 

Identifiable Intangible assets to FV XXX 

Goodwill XXX 


Pass Key 


Goodwill NCI 
Identifiable 
intangible 
assets FV 
Investment 
Balance sheet in subsidiary 
FV adjustment (acquisition price) 


Book value (CAR) 


DR CR 
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Journal Entry Flow Chart—Acquisition Date Calculation 


The Common stock—Sub 
Apic—sub 
R etained earnings—Sub 
I'm 


< nvestment in Sub > 


< N oncontrolling interest> 


DIFFERENCE 


Is 
B alance sheet FV adjustment 


DIFFERENCE 
| dentifiable intangible assets 


DIFFERENCE 
VA % 
DEBITS —_ CREDITS 


"A “a 
G oodwill G ain 


The following diagram illustrates the relationships between the fair value of the subsidiary, the 
fair value of the subsidiary's net assets, and the book value of the subsidiary's net assets. 


Acquisition Method 


Fair value of subsidiary 


(Acquisition price + 
noncontrolling interest 
at fair value) 


Difference is goodwill 


Fair value of subsidiary 
net assets 


Book value of subsidiary 
net assets 


Difference is asset fair 
value difference(s) 
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3.3. "CAR": Subsidiary Equity Acquired 
3.3.1 CAR Formula 


The following formula is used to determine the book value of the assets acquired from 
the subsidiary: 


Assets -— Liabilities = Equity 
Assets — Liabilities = Net book value 
Assets — Liabilities = CAR 


3.3.2 Acquisition Date Calculation (of CAR) 


The determination of the difference between book value and fair value is computed as of the 
acquisition date. 


When the subsidiary's financial statements are provided for a subsequent period, it is necessary 
to reverse the activity (income and dividends) in the subsidiary's retained earnings in order to 
squeeze back into the book value (Assets — Liabilities = CAR) at the acquisition date. 


Acquisition 
Common stock—sub Same all year 
APIC—sub Same all year 
Beginning retained earnings — > Retained earnings—sub Squeeze back to 
or purchase date 
Add: income amount 
Subtract: dividends - Investment in sub 
Ending retained earnings — Noncontrolling interest 


Balance sheet adjusted to FV 
Identifiable intangible assets FV 


Goodwill 


3.4 Investment in Subsidiary 


3.4.1 Original Carrying Amount 
The original carrying amount of the investment in subsidiary account on the parent's books is: 


= Original cost: measured by the fair value (on the date the acquisition is completed) of the 
consideration given (debit: investment in sub). 


= Business combination costs/expenses in an acquisition are treated as follows: 
e Direct out-of-pocket costs and indirect costs are expensed (debit: expense). 


e Stock registration and issuance costs such as SEC filing fees are a direct reduction of the 
value of the stock issued (debit: additional paid-in capital account). 
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Example 3 Business Combination Accounted for as an Acquisition 


Facts: On January 1, Year 1, Big Company exchanged 10,000 shares of $10 par value 
common stock with a fair value of $415,000 for 100 percent of the outstanding stock of Sub 
Company in a business combination properly accounted for as an acquisition. In addition, 
Big Co. paid $35,000 in legal fees. At the date of acquisition, the fair and book value of 

Sub Co.'s net assets totaled $300,000. Registration fees were $20,000: 

Required: 

1. Prepare the journal entry to record the acquisition. 

2. Prepare the acquisition date consolidating workpaper eliminating journal entry. 


Solution: 
Journal entry to record the acquisition price and legal fees: 


Investment in subsidiary $415,000 

Legal expense 35,000 
Common stock—$10 par value $100,000 
Additional paid-in capital—Big Co. ($315,000 — $20,000) 295;000* 
Cash ($35,000 + $20,000) 55,000 


*APIC—Big Co. = $415,000 — $100,000 - $20,000 = $295,000 


Goodwill $115,000 -0- NCI 
intangible assetsFV 
Balance sheet 0. $415,000 in subsidiary 
Book value (CAR) $300,000 
DR CR 

Common stock—subsidiary 
AP|IC—subsidiary $300,000 
Retained earnings—subsidiary 

Investment in subsidiary $415,000 

Noncontrolling interest == 
Balance sheet adjustments to FV -0- 
Identifiable Intangible assets to FV -0- 
Goodwill 115,000 
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3.4.2 Contingent Consideration 


Contingent consideration is an obligation of the parent company to transfer additional assets or 
equity interests to the former shareholders of the subsidiary if specified conditions are met. 


Contingent consideration is recorded by the parent on the acquisition date by: 


= adding an estimate of the probable settlement cost to the investment in subsidiary; and 


= crediting the liability expected value of contingent consideration. 


Example 4 Recording Contingent Consideration 


Facts: On January 1, Year 1, Big Company exchanged 10,000 shares of $10 par value 
common stock with a fair value of $415,000 for 100 percent of the outstanding common 
stock of Sub Company. In addition to the stock issue, Big Co. agreed to pay an additional 
$85,000 on January 1, Year 5, if Sub's average income during Years 1-4 exceeds $50,000 
annually. On the acquisition date, Big believes that there is a 50 percent probability that 
Sub will achieve the earnings target over the four-year period. On the date of acquisition, 
the fair value and book value of Sub Co.'s net assets totaled $300,000. 


Required: 


1. Calculate the expected value of the contingent consideration and prepare the journal 
entry to record the acquisition. 


2. Prepare the acquisition date consolidating workpaper eliminating journal entry. 
Solution: Expected value of contingent consideration = $85,000 x 50% = $42,500 


Investment in subsidiary $457,500 
Estimated liability for contingent consideration $ 42,500 
Common stock ($10 par value x 10,000 shares) 100,000 
APIC - Big Co. ($415,000 - $100,000) 315,000 


Common stock—subsidiary 


APIC—subsidiary $300,000 
Retained earnings—subsidiary 
Investment in subsidiary $457,500 
Noncontrolling interest -0- 
Balance sheet adjustment—PP&E -0- 
Identifiable intangible assets—in-process R&D -0- 
Goodwill 157,500 
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3.4.3. Parent Company Accounting for the Investment in Subsidiary 


After the acquisition date, the parent uses either the cost method or the equity method to 
account for the investment in subsidiary in its accounting records. 


Va Pass Key 


The equity method and cost method are used by the parent company for internal 
accounting purposes only. When the consolidated financial statements are prepared, the 
investment in subsidiary account is eliminated. 


= Cost Method 


Under the cost method, the investment in subsidiary account does not change after 

the acquisition date. No adjustments are made to account for the parent's share of 
subsidiary income. Dividends received from the subsidiary are recorded by the parent as 
dividend income. 


= Equity Method 


The equity method that is used by the parent company to account for the investment in 
subsidiary is the same method used by an investor that exercises significant influence over 
an investee. Under the equity method, the investment in subsidiary increases by the parent 
company's share of the subsidiary's net income with a corresponding credit to the income 
statement account, equity in subsidiary/subsidiary income. Dividends received from the 
subsidiary decrease the investment in subsidiary. 


Pass Key 


The advantage of the equity method is that changes in the subsidiary's equity are reflected 
in the parent's investment in subsidiary account, which simplifies the elimination of the 
investment in subsidiary when the consolidated financial statements are prepared. 
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Example 5 Equity Method 


Facts: On January 1, Year 1, Gearty Corporation acquired 100 percent of Olinto 
Corporation. Gearty Corp. issued 100,000 shares of its $10 par common stock, with a 
market price of $15 on the date the acquisition was announced and $25 on the date the 
acquisition was completed, for all of Olinto Corp.'s common stock. For the year ended 
December 31, Year 1, Olinto reported net income of $350,000 and paid cash dividends of 
$150,000. Gearty accounts for its investment in Olinto using the equity method. 


Required: Determine the balance in Gearty's investment in subsidiary account on 
January 1, Year 1, and December 31, Year 1. 


Solution: 
January 1, Year 1: Investment in subsidiary = 100,000 shares x $25/share = $2,500,000 


December 31, Year 1: Investment in subsidiary = $2,700,000, calculated as follows: 


1/1/Yr 1 Investment in subsidiary $2,500,000 
+ Share of subsidiary income 350,000 
- Share of subsidiary dividends (150,000) 


12/31/Yr 1 Investment in subsidiary $2,700,000 


3.5 Noncontrolling Interest (NCI) 


Business combinations that do not establish 100 percent ownership of a subsidiary by a parent 
will result in a portion of the subsidiary's equity (net assets) being attributed to noncontrolling 
shareholders. Noncontrolling interest must be reported at fair value in the equity section of the 
consolidated balance sheet, separately from the parent's equity. This includes the noncontrolling 
interest's share of any goodwill. 


3.5.1. Balance Sheet 


The consolidated balance sheet will include 100 percent of the subsidiary's assets and liabilities 
(not the sub's equity/CAR). The noncontrolling interest's share of the subsidiary's net assets 
should be presented on the balance sheet as part of stockholders' equity, separately from the 
equity of the parent company. 


= Acquisition Date Computation 


The noncontrolling interest is calculated by multiplying the total subsidiary fair value times 
the noncontrolling interest percentage: 


Fair value of subsidiary 


x Noncontrolling interest % 


Noncontrolling interest 
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= Noncontrolling Interest After the Acquisition Date 


After the acquisition date, the noncontrolling interest reported on the consolidated balance 
sheet is accounted for using the equity method: 


Beginning noncontrolling interest 


+ NCI share of subsidiary net income 
- NCI share of subsidiary dividends 


Ending noncontrolling interest 


3.5.2 Income Statement 


The consolidated income statement will include 100 percent of the subsidiary's revenues and 
expenses (after the date of acquisition). The consolidated income statement should show net 
income attributable to the noncontrolling interest separately from the net income attributable 
to the parent. 


= Computation of Net Income Attributable to the Noncontrolling Interest 


Compute by multiplying the subsidiary's net income times the noncontrolling interest 
percentage. 


Subsidiary's income 


- Subsidiary's expenses 


Subsidiary's net income 


x Noncontrolling interest % 


Net income attributable 
to the noncontrolling interest 
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Example 6 Noncontrolling Interest 


Facts: 

e Gearty Co. acquires 60 percent of Foxy Inc. for $69,000,000 

e The fair value of Foxy Inc. is $115,000,000 ($115,000,000 x 60% = $69,000,000) 
e Noncontrolling interest is $46,000,000 ($115,000,000 x 40% = $46,000,000) 


e Fair value of Foxy Inc. (includes goodwill) $115,000,000 
e Fair value of Foxy Inc. identifiable net assets $100,000,000 
© Book value of Foxy Inc. net assets $80,000,000 


Required: Prepare the acquisition date consolidated workpaper eliminating journal entry. 


Solution: 


Goodwill $15,000,000 $46,000,000 NCI 
Identifiable 0- 
intangible assets FV 
Balance sheet $20,000,000 $69,000,000 Investment 


FV adjustment in subsidiary 


Book value (CAR) $80,000,000 


DR CR 


Common stock—subsidiary 


APIC—subsidiary $ 80,000,000 
Retained earnings—subsidiary 
Investment in subsidiary $ 69,000,000 
Noncontrolling interest 46,000,000 
Balance sheet adjustments to FV 20,000,000 
Identifiable Intangible assets to FV -0- 
Goodwill 15,000,000 


$115,000,000 $115,000,000 
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3.6 Balance Sheet Adjustment to Fair Value, Identifiable Intangible 
Asset Adjustment to Fair Value, and Goodwill (Gain) 


3.6.1 Fair Value of Subsidiary 


Under the acquisition method, the fair value of the subsidiary is equal to the acquisition cost 
plus any noncontrolling interest at fair value. 


FV subsidiary = Acquisition cost + NCI at FV 


On the acquisition date, the fair value of the subsidiary must be compared with the respective 
assets and liabilities of the subsidiary. Any difference between the fair value of the subsidiary 
and the book value acquired will require an adjustment to the following three areas: 


1. Balance Sheet: Adjustment of the subsidiary's assets and liabilities from book value to 
fair value. 


2. Identifiable Intangible Assets: Related to the acquisition of the subsidiary are recorded at 
fair value. 


3. Goodwill: ls recognized for any excess of the fair value of the subsidiary over the fair value 
of the subsidiary's net assets. If the fair value of the subsidiary is less than the fair value of 
the subsidiary's net assets, a gain is recognized. 


Note: Any contract assets or liabilities on the books of the subsidiary entity that are acquired 
through a business combination should be recorded on the books of the acquirer using 
standard revenue recognition principles. 


3.6.2 Acquisition With Goodwill 


Rule: When acquiring a subsidiary with a fair value (acquisition price + fair value of NCI) that is 
greater than the fair value of 100 percent of the underlying assets acquired, the following steps 
are required: 


= Step 1: Balance Sheet Adjusted to Fair Value 
Adjust the subsidiary's assets and liabilities to fair value. 
= Step 2: Identifiable Intangible Assets to Fair Value 


Allocate the remaining acquisition cost to the fair value of any identifiable intangible 
assets acquired. 


Illustrative List of Identifiable Intangible Assets 


Agreements and contracts Computer software and licenses 
Rights Technical drawings and manuals 
Permits Customer lists 

Patents and copyrights Unpatented technology 

Trademarks and trade names In-process research and development 


Franchises Noncompetes 
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Ves Pass Key 


Recognize as an intangible asset separately from goodwill at the acquisition date 
(need valuation). 


© Do not immediately write off. 


© In-process research and development meets the definition of an asset. 


These identifiable intangible assets are separated into two categories: 
1. Finite Life: Amortize over the remaining life. Subject to the two-step impairment test. 


2. Indefinite Life: Do not amortize. Subject to the one-step impairment test. 


Pass Key 


Life extends beyond the 


foraceeanle furlire Useful life is limited 


Characteristics 


Amortization None Over useful economic life 


Impairment test One-step test Two-step test 


Step 3: Goodwill 


Allocate any remaining acquisition cost to goodwill. 


Goodwill = FV subsidiary - FV subsidiary net assets 


This goodwill is generally not amortized. Acquisition goodwill is subject to impairment testing. In 
the period it is determined to be impaired, it is written down and charged as an expense against 
income on the income statement. 
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Private Company Accounting Alternative 


Under U.S. GAAP, a private company may elect an accounting policy under which 
it would not separately recognize the following intangible assets when accounting 
for a business combination: 


1. Intangible assets that would otherwise arise from noncompete agreements; or 


2. Customer-related intangible assets that cannot be separately sold or licensed, 
such as customer lists, order backlogs, and customer contracts. 


Instead, the value of these assets would be included in goodwill. This accounting 
alternative also applies where a private company is required to recognize the fair 
value of intangible assets as a result of: 


1. Applying the equity method to joint ventures. 
2. Adopting fresh-start reporting in a reorganization. 


A private company may elect this alternative only if it also elects the private 
company goodwill accounting alternative. However, a private company can elect 
the goodwill accounting alternative without electing this alternative for a business 
combination. Once elected, a private company should apply this accounting 
alternative prospectively to all business combinations. 


Example 7 U.S. GAAP: Full Goodwill 


Facts: TAG Inc. purchases 60 percent of Gearty Co.'s equity for $75,000,000 in cash. The 
fair value of Gearty is $125,000,000 ($125,000,000 x 60% = $75,000,000). The fair value 
of Gearty Co.'s net identifiable assets is $60,000,000 and carrying amount of Gearty's net 
assets is $50,000,000. Under the full goodwill method: 


Noncontrolling interest = $125,000,000 x 40% = $50,000,000 
Goodwill = $125,000,000 — $60,000,000 = $65,000,000 


Required: Prepare the acquisition date consolidated workpaper eliminating journal entry. 


(continued) 
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(continued) 


Solution: 


Goodwill $65,000,000 $50,000,000 NCI 
satshaiblenesce FV a 

Riaijcgtment $10,000,000 $75,000,000 nyestmentin 

Book value(CAR) $50,000,000 

Common stock—subsidiary 

AP|C—subsidiary $ 50,000,000 

Retained earnings—subsidiary 
Investment in subsidiary $ 75,000,000 
Noncontrolling interest 50,000,000 

Balance sheet adjustments to FV 10,000,000 

Identifiable Intangible assets to FV -0- 

Goodwill 65,000,000 


$125,000,000  $125,000,000 
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3.6.3 Acquisition With Gain 


When acquiring a corporation/subsidiary with a fair value that is less than the fair value of 
100 percent of the underlying assets acquired, the following steps are required: 


= Step 1: Balance Sheet Adjusted to Fair Value 


Adjust the subsidiary's assets and liabilities to fair value accounts (even if the acquisition 
cost is less than the fair value to be assigned). This will create a negative balance in the 
acquisition cost account. 


= Step 2: Identifiable Intangible Assets to Fair Value 


Allocate any remaining acquisition cost (if any) to the fair value of any identifiable intangible 
assets acquired (even if the remaining acquisition cost is less than the fair value to be 
assigned). This will create or increase the negative balance in the acquisition cost account. 


= Step 3: Gain 


The negative balance in the acquisition cost account is recorded as a gain. 


Example 8 Gain Allocation 


Facts: 

e Gearty Co. purchases 100 percent of Sub Co. for $1,000,000. 

e Total net book value of Sub Co. is $800,000. 

e Fair value of 100 percent of Sub Co.'s identifiable net assets is $1,200,000. 


Required: Prepare the acquisition date consolidated workpaper eliminating journal entry. 


(continued) 
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(continued) 


Solution: 


$200,000 Gain 
Goodwill -0- 
-0- NCI 
Identifiable -0- 
intangible assets FV 
Balance sheet Investment 
FV adjustment $400,000 $1,000,000 in subsidiary 
Book value (CAR) $800,000 


Common stock—subsidiary 
APIC— subsidiary $ 800,000 


Retained earnings—subsidiary 


Investment in subsidiary $1,000,000 
Noncontrolling interest -0- 
Balance sheet adjustments to FV 400,000 
Identifiable Intangible assets to FV -0- 
Gain 200,000 


$1,200,000 $1,200,000 
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3.6.4 Measurement Period Adjustments 


The values assigned to the assets and liabilities of a subsidiary are not always known with 
certainty on the acquisition date. When this is the case, the values recorded on the acquisition 
dated are provisional and may be adjusted during the measurement period. Provisional fair 
values are used in the consolidated financial statements that are prepared before the end of the 
measurement period. 


The measurement period: 
=m Cannot exceed one year from the date of acquisition. 


= Ends when improved information is available or it becomes obvious that no better 
information will become available. 


During the measurement period, the following adjustments can be made: 


= The subsidiary's assets and liabilities may be adjusted to better reflect their values on the 
acquisition date. 


= New subsidiary assets and liabilities that existed on the acquisition date may be recognized. 


Measurement period adjustments are offset against goodwill (or gain). Adjustments to 
depreciation and amortization are reported in the period the adjustments are determined (no 
restatement required). 


Changes in value caused by events after the acquisition date are not included in the 
measurement period adjustments. 
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Example 9 Measurement Period Adjustments 


Facts: Pathways Corp. acquired 100 percent of Sidewalk Inc. on July 1, Year 1, for $500,000. 
Provisional fair values were determined for Sidewalk's assets and liabilities on the acquisition 
date. Final acquisition date fair values were established on December 31, Year 1. 


Book Value __ Provisional Fair Value Final Fair Value 


Current assets $100,000 $100,000 $100,000 
Long-term investments 25,000 25,000 25,000 
Property, plant, and equipment 200,000 250,000 260,000 
In-process R&D 100,000 75,000 
Liabilities 50,000 50,000 50,000 
Common stock 100,000 

Additional paid-in capital 100,000 

Retained earnings 75,000 

Required: 


1. Calculate the goodwill recognized on July 1, Year 1, based on the provisional fair values. 
2. Calculate the adjustment to goodwill necessary to reflect the final fair values. 

Solution: 

1. On July 1, Year 1, goodwill of $75,000 would be recognized: 


Goodwill = Fair value of subsidiary — FV subsidiary net assets (provisional) 
= $500,000 - $425,000 
= $75,000 


2. Based on the final fair values, goodwill should be $90,000: 


Goodwill = Fair value of subsidiary — FV subsidiary net assets (final) 
= $500,000 - $410,000 
= $90,000 


Therefore, goodwill should be increased by $15,000. 
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NOTES 
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1 


Consolidated Financial 


Statements: Foreign Currency 
Translation Adjustments 


Foreign Currency Terminology 


Exchange Rate: Exchange rate is the price of one unit of a currency expressed in units of 
another currency; the rate at which two currencies will be exchanged at equal value. The 
exchange rate may be expressed as: 


e Direct Method: The direct method is the domestic price of one unit of another 
currency. For example, one euro costs $1.47. 


e Indirect Method: The indirect method is the foreign price of one unit of the domestic 
currency. For example, 0.68 euro buys $1.00. 


Current Exchange Rate: Current exchange rate is the exchange rate at the current date, or 
for immediate delivery of currency, often referred to as the spot rate. 


Historical Exchange Rate: The historical exchange rate is the rate in effect at the date of 
issuance of stock or acquisition of assets. 


Weighted Average Rate: The weighted average exchange rate is calculated to take into 
account the exchange rate fluctuations for the period. It would be impractical to account 
for the actual exchange rate in effect for numerous, recurring transactions (e.g., sales). The 
average rate, when applied to a transaction normally assumed to have occurred evenly 
throughout the period, approximates the effect of separate translations of each item. 


Denominated or Fixed in a Currency: A transaction is denominated or fixed in the currency 
used to negotiate and settle the transaction, either in U.S. dollars or a foreign currency. 


Reporting Currency: The reporting currency is the currency of the entity ultimately 
reporting financial results of the foreign entity. 


Functional Currency: The functional currency is the currency of the primary economic 
environment in which the entity operates, usually the local currency or the reporting currency. 


Foreign Currency Translation: Foreign currency translation is the restatement of financial 
statements denominated in the functional currency to the reporting currency using 
appropriate rates of exchange. 


Foreign Currency Remeasurement: Foreign currency remeasurement is the restatement 
of foreign financial statements from the foreign currency to the entity's functional currency 
in the following situations: 


e The reporting currency is the functional currency. 


e The financial statements must be restated in the entity's functional currency prior to 
translating the financial statements from the functional currency to the reporting currency. 


Monetary Items: Assets and liabilities that are fixed or denominated in dollars regardless 
of changes in specific prices or the general price level (e.g., accounts receivable). 


Nonmonetary Items: Assets and liabilities that fluctuate in value with inflation and 
deflation (e.g., a building). 
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Monetary and Nonmonetary Items Monetary Nonmonetary 


Assets 
Cash Vv 
Marketable common stock v 
Bonds: nonconvertible 
Accounts/notes receivable (and allowance) 
Inventory v 
Long-term receivables v 
Investment in subsidiary (equity) 
Property, plant, and equipment (and accum. depr.) 
Intangible assets: patents and trademarks 
Liabilities 
Accounts and notes payable 
Accrued expenses 
Bonds/notes payable 
Deferred charges and credits v 
Equities 
Preferred stock wv 
Common stock v 
Retained earnings is neither. Use as a residual (plug). 


a 


<i s 


S RS 


2 ‘Foreign Financial Statement Translation 


Before a parent company can consolidate the financial statements of a foreign subsidiary, the 
subsidiary's foreign currency financial statements must be restated in the parent company's 
reporting currency. The method used to restate the foreign subsidiary's financial statements is 
determined by the functional currency of the foreign subsidiary. 


2.1 Steps in Restating Foreign Financial Statements 
2.1.1 Prepare in Accordance With GAAP/IFRS 


Before performing any part of the translation process, it is necessary to ensure that the financial 
statements expressed in the foreign currency were prepared in accordance with U.S. GAAP or 
IFRS, as appropriate. If necessary, corrections must be made to comply with GAAP or IFRS. 
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2.1.2 Determine the Functional Currency 


Consolidated Financial Statements: Foreign Currency Translation Adjustments 


The functional currency of a foreign entity determines the conversion methodology to use. 
The functional currency can be the entity's local currency, the currency of the reporting entity, 
or the currency of another country. Under U.S. GAAP, an entity's local currency qualifies as 
the functional currency if it is the currency of the primary economic environment in which the 
company operates, and all of the following conditions exist: 


=m The foreign operations are relatively self-contained and integrated within the country. 


=m The day-to-day operations do not depend on the parent's or investor's functional currency. 


=m The local economy of the foreign entity is not highly inflationary, which is defined as 
cumulative inflation of 100 percent over three years. 


2.1.3 Determine Appropriate Exchange Rates 


The functional currency of the foreign entity determines the exchange rates to be used in 
converting account balances and the treatment of the gains or losses associated with the 


translation process. 


2.1.4 Remeasure and/or Translate the Financial Statements 


Parent Company: 


Reporting currency = 
Functional currency 


Foreign Subsidiary: 
Foreign currency 


The reporting currency is the 
functional currency and the 
remeasurement method must 
be used when: 


© The foreign subsidiary 
is highly integrated with 
the parent and serves 
primarily as a sales 
outlet for the parent. 
Day-to-day operations of 
the subsidiary depend on 
the reporting currency. 


The foreign subsidiary 
operates in a highly 
inflationary economy. 


@ Parent Company: 


Reporting currency 


Foreign Subsidiary: 
Foreign currency = 
Functional currency 


The foreign currency is the 
functional currency and the 
translation method must be 
used when: 


© The foreign subsidiary is 
relatively self-contained and 
independent and operates 
primarily in local markets. 
Day-to-day operations of the 
subsidiary do not depend on 
the reporting currency. 
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2) Parent Company: 


Reporting currency 


Foreign Subsidiary: 
Functional currency 


Foreign Subsidiary: 
Foreign currency 


When the functional currency of 
the subsidiary differs from both 
the subsidiary's local currency 
and the reporting currency, the 
subsidiary's financial statements 
must first be remeasured 

from the local currency to the 
functional currency, and then 
must be translated from the 
functional currency to the 
reporting currency. 
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2.2 _Remeasurement Method (Temporal Method) 


If the financial statements of the foreign subsidiary are not in the subsidiary's functional 
currency, the financial statements are remeasured to the functional currency starting with the 
balance sheet. 


1. Balance Sheet 
e Monetary items = Current/year-end rate 
e Nonmonetary items = Historical rate 
2. Income Statement 
e Non-balance sheet related items = Weighted average rate 
e Balance sheet related items = Historical rate 
—Depreciation/PP&E 
— Cost of goods sold/inventory 
—Amortization/bonds and intangibles 


3. Remeasurement Gain or Loss (Income Statement) 


Plug "currency gain/loss" to get net income to the required amount needed to adjust 
retained earnings in order to make the balance sheet balance. 


2.3. Translation Method (Current Rate Method) 


If the financial statements of the foreign subsidiary are in the subsidiary's functional currency, the 
financial statements are translated to the reporting currency starting with the income statement. 


Foreign currency = Functional currency 
1. Income Statement 
e Allincome statement items = Weighted average rate 
e Transfer net income to retained earnings 
2. Balance Sheet 
e Assets = Current/year-end rate 
e — Liabilities = Current/year-end rate 
e Common stock/APIC = Historical rate 
e Retained earnings = Roll forward 


e Translated retained earnings is equal to the beginning translated retained earnings plus 
translated net income for the current period less translated dividends declared for the 
current period. 


3. Translation Gain or Loss (Other Comprehensive Income) 


Plug "translation adjustment" to other comprehensive income. The translation adjustment is 
equal to the difference between the debits and credits in the translated trial balance. 
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Wes Pass Key 


To remember the significant differences in order of steps and conversion rates, the 
summary chart below should help with the basics: 


Income statement Balance sheet sheet 
e At weighted e Atyear-endrate |e ete 
average other 
at historical ; 
income 
e Roll forward 
retained earnings 
Balance sheet Income statement 
e Monetary at | © At weighted ° Gain/loss so 
year-end rate average net income Net 
emeasurement f . 
e Nonmonetary | ® Historical for eer amount angomMs 
. . necessary 
at historical balance sheet . 
for retained 
related accounts : 
earnings plug 


Financial statements of the Kristi Corporation, a foreign subsidiary of the Dollar 
Corporation (a U.S. company), are shown below at and for the year ended December 31, 
Year 2. Two examples follow where the statements are first translated using the local 
currency unit (LCU) as the functional currency (translation method), then the dollar as the 
functional currency (remeasurement). 


Assumptions: 
1. The parent company organized the subsidiary on December 31, Year 1. 


2. Exchange rates for the LCU were as follows: 


December 31, Year 1, to March 31, Year 2 $0.18 
April 1, Year 2, to June 30, Year 2 ONS 
July 1, Year 2, to September 30, Year 2 0.10 
October 1, Year 2, to December 31, Year 2 0.10 
Weighted average 0.1275 


3. Inventory was acquired evenly throughout the year and sales were made evenly 
throughout the year. 


4. Fixed assets were acquired by the subsidiary on December 31, Year 1. 
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Kristi Corporation 
Foreign Currency Financial Statements 
Expressed in dollars at and for the year ended December 31, Year 2 


Translation Method Remeasurement Method 


Exchange Exchange 
Income Statement Rate Dollars Rate Dollars 


Sales $525,000 | $0.1275 | $66,938 | $0.1275 | $66,938 

Costs and expenses: 
Cost of goods sold 400,000 | 0.1275 | $51,000 0.1275 | $51,000 
Depreciation expense 22,000 0.1275 2,805 0.18 3,960 
Selling expenses 31,000 0.1275 3,953 0.1275 3,953 
Other operating expenses 11,000 0.1275 1,403 0.1275 1,403 
Income taxes expense 19,000 0.1275 2,423 0.1275 2,423 
Total costs and expenses 483,000 $61,584 $62,739 
Currency exchange (gain) PLUG #2>| (6,854) 

Net income $ 42,000 $ 5,354 $11,053 


Statement of Retained Earnings 
Retained earnings, beginning 

of year -0- 
Net income 42,000 
Retained earnings, end of year $ 42,000 


Balance Sheet—Assets 

Cash 10,000 
Accounts receivable (net) 50,000 
Inventories (at cost) 95,000 
Fixed assets 275,000 
Accumulated depreciation (22,000) 
Total assets LCU $408,000 


Liabilities and Stockholders’ Equity 
Accounts payable LCU 34,000 $ 3,400 0.10 
Long-term debt 132,000 13,200 0.10 
Common stock, 10,000 shares 200,000 36,000 0.18 
Retained earnings 42,000 5,354<H PLUG #1> 


Accumulated balance of other 
comprehensive income (17,154) 


Total liabilities and stockholders' 
equity LCU $408,000 $40,800 $63,653 


Note: The superimposed numbers are the order of steps in the two examples. 
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Derivatives 
and Hedge Accounting 


1 Definitions and Concepts 


1.1. Derivative Instrument 


A derivative instrument is a financial instrument that derives its value from the value of some 
other instrument and has all three of the following characteristics: 


= One or more underlyings and one or more notional amounts or payment provisions 
(or both); 


= It requires no initial net investment or one that is smaller than would be required for other 
types of similar contracts; and 


m= Its terms require or permit a net settlement (i.e., it can be settled for cash in lieu of physical 
delivery), or it can readily be settled net outside the contract (e.g., on an exchange) or 
by delivery of an asset that gives substantially the same results (e.g., an asset readily 
convertible to cash). 


Derivatives can be either freestanding (independent) or embedded. A freestanding 
derivative is bought or sold on its own, whereas an embedded derivative is contained 
within a financial instrument that holds a nonderivative host contract. A hybrid instrument 
contains both the nonderivative host contract and the embedded derivative. 


An example of a hybrid instrument is a convertible bond. The bond itself pays interest and 
principal to the investor, but it also gives the holder of the bond the right to convert the 
bond into shares of common stock of the issuer. This right of conversion is considered the 
embedded derivative. 


1.2 Underlying 


An underlying is a specified price, rate, or other variable (e.g., interest rate, security or commodity 
price, foreign exchange rate, index of prices or rates, etc.), including a scheduled event (e.g., a 
payment under contract) that may or may not occur. 


1.3. Notional Amount 


A notional amount is a specified unit of measure (e.g., currency units, shares, bushels, 
pounds, etc.). 


1.4 Value or Settlement Amount 


The value or settlement amount of a derivative is the amount determined by the multiplication (or 
other arithmetical interaction) of the notional amount and the underlying. For example, shares 
of stock times the price per share. 
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1.5 Payment Provision 


A payment provision is a specified (fixed) or determinable settlement that is to be made if the 
underlying behaves in a specified way. 


1.6 Hedging 


Hedging is the use of a derivative to offset anticipated losses or to reduce earnings volatility. 
When a hedge is effective, the change in the value of the derivative offsets the change in value of 
a hedged item or the cash flows of the hedged item. 


2 Common Derivatives 


2.1. Option Contract 


A contract between two parties that gives one party the right, but not the obligation, to buy or 
sell something to the other party at a specified price (the strike price or exercise price) during a 
specified period of time. The option buyer, or holder, must pay a premium to the option seller, 
or writer, to enter into the option contract. A call option gives the holder the right to buy from 
the option writer at a specified price during a specified period of time. A put option gives the 
holder the right to sell to the option writer at a specified price during a specified period of time. 
The holder of a call option or a put option has the choice to either exercise the option or let it 
lapse after the specific period of time if the option terms are not favorable. 


On January 1, Year 1, Roberts Co. purchased a put option on the stock of Buy Big Inc. The 
option gave Roberts the right to sell 10,000 shares of Buy Big stock at $75/share during 
the next 30 days. Roberts paid a premium of $2/share to enter into the option. Roberts 
exercised the option when Buy Big stock was selling for $69/share. 


Underlying: $75/share 

Notional amount: 10,000 shares of Buy Big stock 

Initial net investment: $2/share x 10,000 shares = $20,000 
Settlement amount: $75/share x 10,000 shares = $750,000 


Derivatives generally have multiple settlement options. This derivative could be settled in 
the following ways: 


1. Roberts could deliver 10,000 shares of Big Buy stock to the option writer in exchange 
for $750,000. Note that these shares could either be shares already owned by Roberts, 
or shares purchased by Roberts for $690,000 ($69/share market price x 10,000 shares) 
and then delivered to the option writer. Either way, Roberts realizes a gain of $60,000 
[($75/share exercise price — $69/share market price) x 10,000 shares]. The option writer 
realizes a loss of $60,000 because the option writer must pay $75/share for stock with a 
market value of $69/share. 


2. The option writer could pay Roberts $60,000 to settle the contract. This is a net settlement. 


Because $20,000 was paid to purchase the put option, Roberts will report a net gain of 
$40,000 ($60,000 gain - $20,000 premium). If the stock price had remained above $75/share 
during the 30-day period, Roberts would not have exercised the option. 


B4-66 Module 6 © Becker Professional Education Corporation. All rights reserved. 


BAR 4 Derivatives and Hedge Accounting 


2.2 Futures Contract 


An agreement between two parties to exchange a commodity, currency, or other asset at a 
specified price on a specified future date. One party takes a long position, meaning it agrees 

to buy a particular item, while the other party takes a short position, meaning it agrees to sell 
that item. Unlike an option, which is used at the discretion of the option holder, both parties are 
obligated to perform according to the terms of the futures contract. Futures contracts are made 
through a clearinghouse and have standardized notional amounts and settlement dates. 


On January 1, Year 1, Jones Co. entered into a long position on a futures contract in which it 
agreed to buy €100,000 for $1.67/€ on April 1, Year 1. On April 1, Year 1, the spot rate was 
$1.74 /€. 


Underlying: $1.67/€ 

Notional amount: €100,000 

Initial net investment: $0 (no cost to enter into the futures contract) 
Settlement amount: $1.67/€ x €100,000 = $167,000 


Derivatives generally have multiple settlement options. This derivative could be settled in 
the following ways: 


1. Jones could pay $167,000 and receive €100,000. Jones could then realize a $7,000 gain 
by selling the €100,000 at the spot rate of $1.74/€ ($174,000 - $167,000 = $7,000). 


2. The other party to the futures contract could pay $7,000 to Jones. This is a net 
settlement. Jones could then purchase the €100,000 for $174,000 and still show a net 
outflow of $167,000 ($174,000 purchase price — $7,000 gain). 


If the spot rate on April 1 had been $1.59/€, Jones would have realized loss on the contract 
because Jones would have paid $167,000 for €100,000 that could have been purchased 
outside the futures contract for only $159,000 (€100,000 x $1.59/€). 


2.3. Forward Contract 


Forward contracts are similar to futures contracts, except that they are privately negotiated 
between two parties with the assistance of an intermediary, rather than through a 
clearinghouse. Forward contracts do not have standardized notional amounts or settlement 
dates. The terms of a forward contract are established by the parties to the contract. 


2.4 Swap Contract 


A private agreement between two parties, generally assisted by an intermediary, to exchange 
future cash payments. Common swaps include interest rate swaps, currency swaps, equity 
swaps, and commodity swaps. A swap agreement is equivalent to a series of forward contracts. 
A "plain vanilla" interest rate swap is a swap of fixed and floating interest rate payments. 
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On January 1, Year 1, East Co. and West Co. entered into an interest rate swap in which East 
Co. agreed to make to West Co. a series of future payments equal to a fixed interest rate 

of 8 percent on a principal amount of $1,000,000. In exchange, West Co. agreed to make 

to East Co. a series of future payments equal to a floating interest rate of SOFR + 1 percent 
on the principal amount of $1,000,000. SOFR (secured overnight financing rate) measures 
the cost of overnight borrowings through repurchase (repo) transactions collateralized with 
U.S. Treasury securities and is acommon benchmark for interest rate swaps. 


Underlying: East Co.—8%, and West Co.—SOFR + 1% 

Notional amount: $1,000,000 

Initial net investment: $0 (no cost to enter into the swap contract) 
Settlement amount: East Co.—8% x $1,000,000 = $80,000, and West Co.— 


(SOFR + 1%) x $1,000,000 


On the first settlement date, SOFR was 8.5 percent and the following amounts were 
exchanged: 
$80,000 ————————> 


—— _ $95,000 = $1,000,000 x 9.5% 


Derivatives generally have multiple settlement options. This derivative could be settled in 
the following ways: 


1. East Co. could pay $80,000 to West Co., and West Co. could pay $95,000 to East Co. 


2. West Co. could pay $15,000 ($95,000 - $80,000) to East Co. This is a net settlement and 
is the most likely form of settlement in this example. 


3 Derivative Risks 


Market risk and credit risk are the inherent risks of all derivative instruments. 


3.1 Market Risk 


Market risk is the risk that the entity will incur a loss on the derivative contract. As demonstrated 
in the examples above, derivatives are a "zero sum game." Every derivative has a "winner" and 
a "loser." 


3.2 Credit Risk 


Credit risk is the risk that the other party to the derivative contract will not perform according to 
the terms of the contract. For example, in the interest rate swap example above, East Co. faces 
the risk that West Co. will refuse to pay the net settlement of $15,000. 
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4 Accounting for Derivative Instruments 
Including Hedges 


4.1 Balance Sheet 


All derivative instruments are measured at fair value and recognized in the balance sheet as 
either assets or liabilities, depending on the rights or obligations under the contracts. 


Accounting for changes in the fair value of a derivative is dependent on whether the derivative 
has been designated as (and whether it qualifies as) a hedge, combined with the reason for 
holding the instrument. 


4.1.1 Qualification for Hedge Accounting 
To qualify for hedge accounting, the following must be documented at the inception of the hedge: 
= The hedging relationship 


= The entity's risk management objectives and strategy for undertaking the hedge, including 
identification of the following: 


e The hedging instrument 

e The hedged item or transaction 

e The nature of the risk being hedged 

e The method that will be used to assess the effectiveness of the hedge 


4.2 Reporting Gains and Losses 


4.2.1 No Hedging Designation 


Gains or losses on a derivative instrument not designated as a hedging instrument are 
recognized currently in earnings (on the income statement). 


4.2.2 Fair Value Hedge 


A fair value hedge is an instrument designated as a hedge of the exposure to changes in 
fair value of a recognized asset or liability, or of an unrecognized firm commitment, that are 
attributable to a particular risk. Gains/losses on such instruments as well as the offsetting 
gain/loss on the hedged item are recognized in earnings in the same accounting period. The 
derivative must be expected to be highly effective in offsetting the fair value change of the 
hedged item. 
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Interest Rate Swap Contract Designated 


Example 1 as a Fair Value Hedge 


Facts: On January 1, Year 1, East Co. issued a $1,000,000 three-year, 8-percent, fixed-rate 
note payable. The interest is due annually on December 31. The principal is due at maturity 
on December 31, Year 3. 


East Co. faces the risk that changes in the benchmark interest rate will cause unfavorable 
changes in the fair value of the note payable. 


To manage the risk that changes in the benchmark interest rate will cause unfavorable 
changes in the fair value of the note payable, East Co. concurrently entered into an interest 
rate swap and designated it as a fair value hedge. As the hedge terms are in line with the 
terms of the hedged item (note payable), the hedge is expected to be highly effective. 


Interest rate swap terms: 


Date of Designation: January 1, Year 1 
Term: 3 years 
Counterparty: West Co. 


Swap Arrangement: East Co. agrees to make to West Co. a series of future payments equal 
to a variable interest rate of SOFR + 1 percent on a principal amount of $1,000,000. SOFR 
(secured overnight financing rate) measures the cost of overnight borrowings through 
repurchase (repo) transactions collateralized with U.S. Treasury securities and is a common 
benchmark for interest rate swaps. In exchange, West Co. agreed to make to East Co. 

a series of future payments equal to a fixed interest rate of 8 percent on the principal 
amount of $1,000,000. The swap settlements occur concurrently with the interest payment 
dates annually on December 31. 


Underlying: East Co.: SOFR + 1%; West Co.: 8% 
SOFR at inception: 7% 
Notional amount: $1,000,000 


Initial net investment: $0 (no cost to enter into the swap contract) 
Initial fair value of swap: $0 


Assume the following at inception on January 1, Year 1, and the first settlement date on 
December 31, Year 1. 


Swap Fair Value 
Date SOFR SOFR+1% _ FairValue of Note Payable 
January 1, Year 1 7% 8% $0 $1,000,000 
December 31, Year 1 8.5% 9.5% $150,000 $850,000 


Required: 
1. Prepare the journal entries East Co. must record on January 1, Year 1. 


2. Based on the inputs for the fair value of the swap and for the change in SOFR as of the 
first settlement date, prepare the journal entries that East Co. must record at the first 
settlement date on December 31, Year 1. 


(continued) 
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(continued) 


Solution: 
January 1, Year 17 
East Co. must record the following journal entry to record the note payable issued on 
January 1, Year 1: 
Cash $1,000,000 
Note payable $1,000,000 


Because the initial fair value of the interest rate swap is zero, no entry is required on 
January 1, Year 1. 


December 31, Year 1 


Because SOFR has increased from the initial date to the first settlement date by 1.5 percent, 
East Co. must record the following journal entries to reflect the fair market value of the 
swap and the hedge item (note payable) as of December 31, Year 1: 


Interest expense $150,000 

Interest rate swap (liability) $150,000 
Note payable $150,000 

Interest expense $150,000 


The accounting entries shown above for the note payable deviate from the amortized 
cost normally applied in accounting for notes payable in accordance with GAAP as the 
instrument was designated and qualified for hedge accounting at inception. 


East Co. must record the following journal entry to record the accrued interest payment 
on the note payable as of December 31, Year 1 (note that the interest would normally be 
accrued throughout the year): 


$1,000,000 x 8% = $80,000 


Interest expense $80,000 
Accrued interest payable/cash $80,000 


East Co. must record the following journal entry to record the net settlement of the swap 
on December 31, Year 1: 


First settlement amounts: East Co. 9.5% x $1,000 = $95,000 and West Co. 8% x $1,000,000 
= $80,000; or net settlement of $15,000 ($95,000 — $85,000 = $15,000) from East to West, 
resulting in $15,000 additional interest expense for East Co. 


Interest expense $15,000 
Cash $15,000 
The overall impact to the income statement results in interest expense of $95,000, which 
represents the variable rate of interest. The impact of the changes in the fair market value 


of the note payable were perfectly offset in this example by the changes in fair market 
value of the interest rate swap. 
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4.2.3 Cash Flow Hedge 


A cash flow hedge is an instrument designated as hedging the exposure to variability in expected 
future cash flows attributed to a particular risk. Gains/losses on such instruments included in 
the assessment of hedge effectiveness are reported as a component of other comprehensive 
income until the hedged transaction impacts earnings, as follows: 


=m Ifa forecasted sale or expense is hedged, the gain/loss in accumulated other comprehensive 
income (AOCI) is reclassified to earnings when the sale or expense is recognized in earnings. 


=m Ifa forecasted inventory purchase is hedged, the gain/loss in AOCI is reclassified to earnings 
when the inventory is sold to customers. 


=m Ifa forecasted fixed asset purchase is hedged, the gain/loss in AOCI is reclassified to 
earnings as the fixed asset is depreciated. 


= If an existing asset or liability is hedged, the gain/loss in AOCI is reclassified to earnings 
when the asset or liability impact earnings. 


The amounts that are reclassified into earnings from accumulated other comprehensive 
income should be presented in the same income statement line as the earnings effect of the 
hedged item. 


Interest Rate Swap Contract Designated 


Example 2 as a Cash Flow Hedge 


Facts: On January 1, Year 1, East Co. issued a $1,000,000 three-year, variable-rate note 
payable. The variable rate is based on SOFR + 1 percent and interest payment dates and 
rate resets occur annually. The principal is due at maturity on December 31, Year 3. 


East Co. faces the risk that the variable rate of SOFR + 1 percent could rise causing an 
increase in the required interest-related cash outflows. 


To manage the risk that interest rates may increase and cause variability in the cash flows 
related to interest payments, East Co. concurrently entered into an interest rate swap and 
designated it as a cash flow hedge. As the hedge terms are in line with the terms of the 
hedged item (note payable), the hedge is expected to be highly effective. 


Interest rate swap terms: 


Date of Designation: January 1, Year 1 

Term: 3 years 

Counterparty: West Co. 

Swap Arrangement: East Co. agrees to make to West Co. a series of future payments equal 
to a fixed interest rate of 8 percent on a principal amount of $1,000,000. In exchange, West 
Co. agreed to make to East Co. a series of future payments equal to a floating interest rate 
of SOFR + 1 percent on the principal amount of $1,000,000. The swap settlements occur 
concurrently with the interest payment dates annually on December 31. 


Underlying: East Co.: 8%; West Co.: SOFR + 1% 
SOFR at inception: 7% 
Notional amount: $1,000,000 


Initial net investment: $0 (no cost to enter into the swap contract) 


(continued) 
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(continued) 


Assume the following at inception on January 1, Year 1, and the first settlement date on 
December 31, Year 1. 


Swap 
Date SOFR SOFR+1% _ Fair Value* 
January 1, Year 1 7% 8% $0 
December 31, Year 1 8.5% 9.5% $150,000 


*Swap fair value computed including the accrued interest payable. 


Required: 


1. Prepare the journal entries East Co. must record on January 1, Year 1. 


2. Based on the inputs for the fair value of the swap and for the change in SOFR as of the 
first settlement date, prepare the journal entries that East Co. must record at the first 
settlement date on December 31, Year 1. 


Solution: 
January 1, Year 1 


East Co. must record the following journal entry to record the note payable issued on 
January 1, Year 1: 


Cash $1,000,000 
Note payable $1,000,000 


Because the initial fair value of the interest rate swap is zero, no entry is required on 
January 1, Year 1. 


December 31, Year 1 


Because SOFR has increased from the initial date to the first settlement date by 1.5 percent, 
the fair value of the swap changed requiring East Co. to record the following journal entry 
to reflect the fair market value of the swap as of December 31, Year 1: 


Interest rate swap (asset) $150,000 
Other comprehensive income $150,000 


East Co. must record the following journal entry to record the accrued interest payment 
on the note payable as of December 31, Year 1 (note that the interest would normally be 
accrued throughout the year): 


$1,000,000 x (SOFR + 1%) = $1,000,000 x 9.5% = $95,000 


Interest expense $95,000 
Accrued interest payable $95,000 
East Co. must record the following journal entries to record the net settlement of the swap 
on December 31, Year 1 (which was included in the valuation amount recorded above): 


(continued) 
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(continued) 


First settlement amounts: East Co. 8% x $1,000,000 = $80,000 and West Co. 9.5% x 
$1,000,000 = $95,000; or net settlement of $15,000 ($95,000 - $85,000 = $15,000) from 
West to East, resulting in a $15,000 offset to interest expense for East Co. 


Other comprehensive income $15,000 

Interest expense $15,000 
Cash $15,000 

Interest rate swap (asset) $15,000 


The overall impact to the income statement results in interest expense of $80,000, which 
represents the fixed rate of interest. The impact of the change in the fair value of the swap 
will remain as a component of other comprehensive income until the related expense is 
recognized in earnings as an offset (or supplement) to interest expense. 


4.2.4 Foreign Currency Hedge 


A foreign currency hedge is an instrument designated as hedging the exposure to variability in 
foreign currency in a variety of foreign currency transactions. 


Foreign Currency Fair Value Hedge: Gains and losses from changes in the fair value of 
foreign currency transaction hedges classified as fair value hedges are accounted for in the 
same manner as gains/losses on other fair value hedges—in earnings. 


Foreign Currency Cash Flow Hedge: Gains and losses from changes in the fair value of 
foreign currency transaction hedges classified as cash flow hedges are accounted for in the 
same manner as gains/losses on cash flow hedges—in other comprehensive income until 
the hedged items affect earnings. 


Foreign Currency Net Investment Hedge: Gains and losses from changes in the fair 
value of foreign currency transaction hedges entered into to hedge a net investment ina 
foreign operation are reported in other comprehensive income as part of the cumulative 
translation adjustment. 
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Type of Hedge Instrument Accounting for Changes in Fair Value 


No hedge designation Included in current earnings 


Included in current earnings as an offset to the gain/loss 
from the change in fair value of the hedged item 


Included in other comprehensive income until the hedged 
transaction impacts earnings 


Fair value hedge 


Cash flow hedge 


Foreign currency hedge 


Included in current earnings as an offset to the gain/loss 


Pal Walle nodes from the change in fair value of the hedged item 


Included in other comprehensive income until the hedged 
transaction impacts earnings 


Included in other comprehensive income, as cumulative 
translation adjustment 


Cash flow hedge 


Net investment hedge 


4.3 Reporting Cash Flows 


4.3.1 No Hedging Designation (Speculation) 


Cash flows from a derivative with no hedging designation should be accounted for in investing 
activities unless the derivative is held for trading purposes. If held for trading purposes, the cash 
flows should be accounted for in operating activities. 


4.3.2 Hedging Designation 


Cash flows from a derivative with a hedging designation may be accounted for in the same 
category as the item being hedged. If the derivative contains an other-than-insignificant 
financing element at inception (often a matter of judgment), all cash flows associated with that 
derivative should be reported as cash flows from financing activities, not just those related to 
the financing element. 
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1 Lessor Lease Classification as Operating or Finance 


Leases transfer substantially all of the benefits and risks inherent in ownership of property from 
the lessor to the lessee. 


= This is an accounting transaction, which is in substance an installment purchase in the form 
of a leasing arrangement. 


= The lessor accounts for the lease as either an operating lease, sales-type lease, or direct 
financing lease. 


Based on the criteria described below, a lease will be considered either an operating or a 
finance lease. Within the finance lease category, two types, sales-type and direct financing, are 
applicable to lessors. 


Lessor 


a 


Operating Lease Finance Lease 


Sales-Type Direct Financing 


Lease Lease 


1.1. Criteria 


At the onset of a lease, the lessor must determine whether the lease will be classified as an 
operating lease or a finance lease. The assessment, based on a defined set of criteria, shown 
below, will focus on whether the lessee will in effect assume control of the underlying asset. 


The criteria below are applicable to lessors and lessees. If any one of the five criteria is met, the 
lease will be classified as a sales-type lease by the lessor. 


Ownership of the underlying asset transfers from the lessor to the lessee by the end of the 
lease term. 


The lessee has the written option to purchase the underlying asset; the option is one that the 
lessee is "reasonably certain" to exercise. 


The net present value of all lease payments and any guaranteed residual value equals or 
exceeds substantially all of the underlying asset's fair value. 
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The term of the lease represents the major part of the economic life remaining for the 
underlying asset. 


The asset is specialized such that it will not have an expected, alternative use to the lessor when 
the lease term ends. 


For the lessor, if none of the criteria above are met, the classification will depend on whether 
both of the following criteria are met. 


Present value of the sum of the lease payments, lessee guaranteed residual value not included 
in the lease payments, and any third-party guaranteed residual value is equal to or substantially 
exceeds the underlying asset's fair value. 


Collection of the lease payments and any amounts necessary to satisfy residual value 
guarantees is probable. 


When both of the criteria above are met, the lessor will classify the lease as a direct financing 
lease. If only one or neither are met, the lessor will classify the lease as an operating lease. 


Pass Key 


Assuming that a lease is greater than 12 months in duration, the determination of how a 
lessor accounts for a lease is based on the OWNES PC criteria. 


Sales-Type Lease: At least one of the OWNES criteria is met. 


Direct Financing Lease: None of the OWNES criteria are met, but both of the PC criteria 
are met. 


Operating Lease: None of the OWNES criteria are met, and either one or no PC criteria are met. 


1.2 Discount Rate 


When calculating the present value of the minimum lease payments, the lessor will use the rate 
implicit in the lease. 
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2 Lessor Accounting 


On the commencement date of the lease, lessors will classify a lease as a Sales-type, direct 
financing, or operating lease. 


2.1 Sales-Type Lease 


In a sales-type lease, the lessee gains control of the underlying asset. The lessor will derecognize 
the asset and recognize a net investment in the lease, as well as a profit or loss, assuming 

that the collectibility of any residual value guarantee and the lease payments themselves are 
probable on the date the lease commences. If collectibility is not probable, the lease payments 
received will be treated as deposit liabilities. 


Lease receivable $XXX 
Fixed asset $XXX 
Gain (DR if a loss) XXX 


For any initial direct costs incurred as part of the lease, if there is a profit or loss, expense the 
direct costs at commencement date. If there is no profit or loss, defer and recognize the direct 
costs over the lease term. 


Each period, the lessor will recognize interest income equal to the implicit interest rate applied 
to the beginning lease receivable balance. 


Cash (lease payment) $XXX 
Interest income $XXX 
Lease receivable XXX 


Example 1 Reporting a Sales-Type Lease: Lessor's Books 


Facts: Jenkins Inc. leases a truck to Briggs Co. for four years at $5,000 per year with 
payments due at the end of the year, with initial direct costs of $450 and an implicit rate 
of 6 percent. On the date the lease commences (Jan. 1, Year 2), the carrying value and fair 
value of the truck are $22,000 and $24,216, respectively. The lease contract requires the 
lessee to guarantee the residual value at the end of the lease for $8,700. 


Required: If this lease is treated as a sales-type lease and assuming that collection of all 
amounts owed is probable, determine the lessor's journal entries on January 1, Year 2, and 
December 31, Year 2. 


(continued) 
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(continued) 


Solution: 
Lease inception (January 1, Year 2): 


Lease expense $ 450 

Lease receivable 24,216 
Cash $ 450 
Gain ZAMS 
Truck 22,000 


1. Lease receivable. This is the present value of four payments of $5,000 at 6 percent 
($17,325) plus the present value of the guaranteed residual value of $8,700 at 
6 percent, or $6,891. 


2. The gain of $2,216 is the difference between the sum of the residual asset and lease 
receivable, less the carrying value of the truck. 


First payment (December 31, Year 2): 


Cash $5,000 
Interest income $1,453 
Lease receivable 3,547 


1. Interest income. This is the lease receivable multiplied by the 6 percent implicit rate. 


2. Lease receivable. This is the difference between the cash received and the calculated 
interest income, which reduces the receivable on the lessor's books. 


Lease 
Lease Interest on Receivable Lease 

Date Payment Receivable (6%) Change Receivable 

$24,216 
12/31/Year 2 $5,000 $1,453 $3,547 $20,670 
12/31/Year 3 $5,000 $1,240 $3,760 $16,910 
12/31/Year 4 $5,000 $1,015 $3,985 $12,925 
12/31/Year 5 $5,000 $775 $4,225 $8,700 


2.2 Direct Financing Lease 


In a direct financing lease, the lessee does not gain control of the underlying asset. The lessor 
will derecognize the asset and recognize a net investment in the lease. The net investment in 
lease includes a lease receivable and a residual asset. Any gain will be deferred and amortized 
over the life of the lease, and any loss will be recognized immediately. 


Lease receivable, net $XXX 
Fixed asset $XXX 


For any initial direct costs incurred as part of the lease, they will be deferred and amortized over 
the lease term. Interest income will be recognized using the interest method over the lease term. 
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Each period, the lessor will recognize interest income equal to the discount rate applied to the 
net investment in lease. 


Cash (lease payment) $XXX 
Interest income $XXX 
Lease receivable, net XXX 


Example 2 Reporting a Direct Financing Lease: Lessor's Books 


Facts: Jenkins Inc. leases a truck to Briggs Co. for four years at $5,000 per year with 
payments due at the end of the year. The lease has an implicit rate of 6 percent. On the date 
the lease commences (January 1, Year 2), the carrying value and fair value of the truck are 
$22,000 and $24,216, respectively. The lessor has contracted with a third party to guarantee 
the residual value of $8,700 at the end of the lease. 


Required: If this lease is treated as a direct financing lease, determine the lessor's journal 
entry at lease inception and when the first payment is received. 


Solution: 


Lease inception (January 1, Year 2): 


Lease receivable, net $22,000 
Truck $22,000 
The net investment in lease is equal to the carrying amount of the underlying asset of 


$22,000. Because this is a direct financing lease, the profit of $2,216 is deferred over the life 
of the lease. 


Note: Because the $2,216 profit is deferred over the life of the lease, the lessor must 
calculate the discount rate that equates the balance in the net lease receivable to the lease 
payments and guaranteed residual value. This is determined to be 9.6299%. 


First payment (December 31, Year 2): 


Cash $5,000 
Interest income $2,119 
Lease receivable, net 2,881 


Interest income is equal to the implicit rate of 9.6299 percent applied to the net lease 
receivable. 


Interest on Lease 
Lease Receivable Receivable Lease 

Date Payment (9.6299%) Change Receivable 
$22,000 

12/31/Year 2 $5,000 $2,119 $2,881 $19,119 

12/31/Year 3 $5,000 $1,841 $3,159 $15,960 

12/31/Year 4 $5,000 $1,537 $3,463 $12,497 

12/31/Year 5 $5,000 $1,203 $3,797 $8,700 
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2.3. Operating Lease 


From the perspective of the lessor, any lease that does not qualify as a sales-type or direct 
financing lease will be an operating lease. The lessor will keep the asset on its balance sheet, 
which will include depreciating it and recognizing any impairment charges if applicable. Lease 
income will be recognized on a straight-line basis, and initial direct costs will be deferred and 
amortized over the lease term. 


Cash $XXX 

Rental income $XXX 
Depreciation expense $XXX 

Accumulated depreciation $XXX 


3 Sale-Leaseback Transactions 


A sale-leaseback occurs when one party (the seller) that has control of an asset transfers it to 
another party (the buyer), with a subsequent lease of the same asset where the seller becomes 
the lessee and the buyer becomes the lessor. Having control of an asset means being able to 
direct its use and obtaining substantially all of its remaining benefits. 


ASSET > Transferred from Seller to Buyer 


ASSET > Leased by the Seller (now the Lessee) 
from the Buyer (now the Lessor) 


To qualify as a sale, revenue recognition requirements must be met—in particular, when (1) a 
contract exists and (2) control has transferred from the seller to the buyer. If the asset transfer 
does not meet these requirements, this will be treated as a financing transaction. 


If an asset transfer involves either of the two key situations below, the transfer may or may not 
be considered a sale, depending on the circumstances. 


1. Repurchase Option: To meet the criteria to be a sale, both of the following must be met. 


e The option's exercise price already is or will be the same as the underlying asset's fair 
value at the time of exercise. 


e Alternative assets that are substantially equivalent to the underlying asset are readily 
available in the marketplace. 


If both of these criteria are not met, the existence of the repurchase option will result in 
a "failed sale" and this will be treated as a financing transaction. 


2. Residual Value Guarantee: A sale cannot take place if control of the asset has not 
transferred to the buyer. It is a qualitative judgment, but the more significant the guarantee, 
the more unlikely it is that control has transferred. 
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3.1 Sale-Leaseback—Sale Criteria Met 


If the criteria are met for a sale, each party must determine whether the transaction is at 
fair value. (Transactions between related parties do not require this process). To make this 
determination, two steps are needed. 


Step 1: Determine which of the two sets of information below are more readily determinable. 

= Set 1: Asset sale price and fair value 

=m Set 2: PV of lease payments and PV of market rental payments 

Step 2: Of the one that is more determinable, identify any difference between the two data points. 


If a difference exists, this will require an adjustment to either the sale price or the purchase 
price. Any increases in sales or purchase prices will be treated as prepaid rent via an adjustment 
to the ROU asset in the leaseback, and any decreases in sales or purchase price will be treated 
as additional financing provided by the buyer-lessor to the seller-lessee. 


Example 3 Sale-Leaseback (Criteria Met) 


Facts: Billings Co. held equipment on its books with an original purchase price of $500,000, 
a remaining useful life of 10 years, and a carrying value of $415,000. On January 1, Year 3, 
Billings sold the equipment to Crane Inc. for $490,000. The equipment at the time of sale 
had a fair value of $470,000. Crane agreed to lease back the equipment to Billings for five 
years at an annual lease cost of $112,396.50 (due on January 1 each year, beginning in 
Year 4) with an implicit interest rate of 4.75 percent. 


Required: Assuming that the criteria to qualify the transfer as a sale are met, prepare the 
journal entry that Billings will record when the transfer takes place. 


Solution: Given the facts of the question, both the asset sale price ($490,000) and the 
fair value ($470,000) are readily determinable. As such, the difference of $20,000 will be 
accounted for as a financing liability on Billings' ledger. The journal entry is as follows: 


Cash $490,000 
A/D—Equipment 85,000 
Equipment $500,000 
Financing liability 20,000 
Gain on equipment sale 55,000 


Upon the execution of the sale-leaseback, two transactions will take place: 


1. The sale, along with recognition of profit or loss, would be recorded. Note that in order to 
record a profit or loss, the leaseback will have to be an operating lease. If the lease were to 
meet the OWNES criteria, it would be treated as a finance lease—essentially the equivalent 
of a repurchase and therefore a "failed sale." 


2. The lease would be recorded, based on the same accounting rules as other leases described 
in this module. 
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3.2 Sale-Leaseback—Sale Criteria Are Not Met 


Both the seller (lessee) and the buyer (lessor) will treat a "failed sale" as a financing transaction, 
which will involve the seller (lessee) recording a financing liability and a buyer (lessor) recording a 
financing receivable for amounts received from the other party. In regard to the asset, the seller 
will continue to recognize the asset and the buyer will not recognize it on its books. 


Example 4 Sale-Leaseback (Criteria Not Met) 


Facts: Billings Co. held equipment on its books with a remaining useful life of 10 years and 
a carrying value of $415,000. On January 1, Year 3, Billings sold the equipment to Crane 
Inc. for $490,000. The equipment at the time of sale had a fair value of $470,000. Crane 
agreed to lease back the equipment to Billings for five years at an annual lease cost of 
$112,396.50 per year (due on January 1, beginning in Year 4) with an implicit interest rate 
of 4.75 percent. 


Required: Assuming that the criteria to qualify the transfer as a sale are not met, prepare 
the journal entries that Billings will record on January 1 and on December 31, Year 3. 


Solution: Because the transfer did not qualify as a sale, the entry on January 1, Year 3, will 
be as follows: 


Cash $490,000 
Financing liability $490,000 


On December 31, Year 3, the entry will be made to record interest as well as depreciation 
on the equipment that remains on Billings' books. Interest equals the financing liability 
times the interest rate implicit in the lease ($490,000 x 4.75% = $23,275). Depreciation 
expense equals the carrying value divided by the useful life ($415,000 / 10 years = $41,500). 


Interest expense $23,275 

Financing liability G28),20'5) 
Depreciation expense 41,500 

Accumulated depreciation 41,500 
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4 Financial Statement Presentation 


4.1 Balance Sheet 


A lessor of a sales-type and direct-financing lease presents lease assets separately from other 
items on its balance sheet. A lessor of an operating lease continues to report the underlying assets 
as they normally would (i.e., as property, plant, and equipment). 


4.2. Income Statement 


A lessor will disclose lease income in the income statement or will indicate in the notes the specific 
line item which includes lease income. 


5 ‘Disclosures 


5.1 Lessor Disclosures 


A lessor will have to disclose several qualitative pieces of information, including: 

= adescription of the lease; 

=m the existence and terms/conditions of options to extend or terminate the lease; 
= options for the lessee to purchase the leased asset; 
a 


significant assumptions and judgments (including whether a contract contains a lease and 
the allocation of consideration between lease and nonlease components; 


= related party leases (if applicable); and 

® accounting policies on lessor accounting. 
Quantitative disclosures will include: 

= profit or loss recognized at commencement date; 
interest income; 

= income related to operating lease payments received; 
ia 


income from variable lease payments not included in the measurement of the 
lease receivable; 


= components of the net investment in sales-type and direct financing leases (includes lease 
receivable, unguaranteed residual asset, any deferred selling profit on direct financing 
leases, minimum lease payments, unguaranteed residual value, initial direct costs, and 
unearned income); 


= information on assets that are subject to operating leases (including associated depreciation 
and impairment); and 


™ separate maturity analysis of lease receivables, showing the undiscounted cash flows to be 
received on an annual basis for a minimum of each of the first five years and a total of the 
amounts for the remaining years. 
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Segment Reporting 


and Public Company 
Reporting Topics 


1 Segment Reporting Overview 


The objective of segment reporting is to provide information on the business activities and the 
economic environment of a company to help users of the financial statements: 


1. Better understand the entity performance; 

2. Better assess its prospects for future net cash flows; and 

3. Make more informed judgments about the entity as a whole. 

In general, an entity is required to disclose segment profit or loss, segment assets, and certain 
related items, but it is not required to report segment cash flow. 


1.1. Required Disclosures for All Public Entities 


In order to conform with U.S. GAAP, financial statements for public business entities must report 
information about a company's: 


= Operating segments (annual and interim) 
=m Products and services 

= Geographic areas 
a 


Major customers 


1.2 Use Same Accounting Principles as Main Financial Statements 


The required financial statement information is essentially a disaggregation of the entity's 
regular financial statements. The accounting principles used in preparing the financial 
statements should be used for the segment information. Segment information presented must 
be reconciled to the related aggregate amounts in the financial statements. 


1.3. Intercompany Transactions Not Eliminated for Reporting 


It is important to remember that transactions between the segments of an entity are not 
eliminated in a consolidation between the parent company and subsidiaries. 


1.4 Scope (Public Companies Only) 


Segment reporting applies to public companies only. It does not apply to not-for-profit 
organizations, nonpublic companies, or separate financial statements of members of a 
consolidated group if both the separate company statements and the consolidated or combined 
financial statements are included in the same financial report. 
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2 Operating Segments 


An operating segment is a component of an entity that has all of the following characteristics: 


1. It engages in business activities from which it may earn revenues and incur expenses 
(including revenues and expenses relating to transactions with other components of the 
same entity). 


2. Its operating results are regularly reviewed by the entity's "chief operating decision 
maker" to make decisions about resources to be allocated to the segment and assess 
its performance. 


3. Its discrete financial information is available. 


The definition of a segment depends on how management uses information, which is called the 
management approach method. For example, management may report results both by product 
and service lines and by geographic lines. 

2.1 Not Every Component Is an Operating Segment 


Not every component of an entity is necessarily an operating segment or part of an 
operating segment. 


= Corporate Headquarters Not an Operating Segment: A corporate headquarters or 
certain functional departments may not earn revenues or may earn revenues that are only 
incidental to the activities of the entity and would not be operating segments. 


= Pension Plan Not an Operating Segment: An entity's pension and other post-retirement 
benefit plans are not considered to be operating segments. 


2.2 Reportable Segments 


Reportable segments are operating segments of an entity that meet the criteria for separate 
reporting. 


Those operating segments that exhibit similar long-term financial performance may be 
aggregated into a single operating segment only if the segments have the same basic 
characteristics in each of the following areas: 


= The nature of the products and services; 
The nature of the production processes; 
The type or class of customer for their products and services; 


The methods used to distribute their products or provide their services; and 


If applicable, the nature of the regulatory environment (e.g., banking, insurance, or 
public utilities). 


2.3. Quantitative Thresholds for Reportable Segments 


A segment is considered significant and therefore disclosure is required if it meets one or more 
of the following quantitative thresholds. 
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2.3.1 10 Percent "Size" Test 
= Revenue 


The segment's revenue, including both sales to external customers and intersegment 
sales or transfers (but excluding interest income on advances and loans to other 
segments), is 10 percent or more of the combined revenue, internal and external, of all 
operating segments. 


= Reported Profit or Loss 


The absolute amount of the segment's reported profit or loss is 10 percent or more of the 
greater, in absolute amount, of: 


1. The combined reported profit of all operating segments that did not report a loss. 
2. The combined reported loss of all operating segments that did report a loss. 
= Assets 


The segment's identifiable assets are 10 percent or more of the combined assets of all 
operating segments. The assets of a segment are those assets included in the measure of 
the segment's assets that are reviewed by the chief operating decision maker. 


2.3.2 75 Percent "Reporting Sufficiency" Test 


If the total of external (consolidated) revenue reported by operating segments constitutes less 
than 75 percent of external (consolidated) revenue, additional operating segments need to be 
identified as reportable segments, even if they do not meet the above three tests, until at least 
75 percent of external (consolidated) revenue is included in reportable segments. The practical 
limit to the number of segments is 10, which is not a precise limit but is reasonable so as not to 
overwhelm financial statement users with detailed information. 


2.3.3 "All Other Segments" Category 


Information about other business activities and operating segments that are not reportable 
based on the above criteria should be combined and disclosed in an "all other segments" 
category but is reasonable so as not to overwhelm financial statement users with detailed 
information. 


2.4 Comparative Reporting 


An operating segment that was deemed to be reportable in the immediately preceding period 
but that does not meet the criteria for reportability in the current period may continue to be 
reported separately if management judges the segment to have continuing significance. 


If an operating segment that was not deemed to be reportable in the prior period meets the 
criteria for reportability in the current period, segment data for prior periods presented should 
be restated to reflect the newly reportable segment as a separate segment. 


2.5 Segment Profit (or Loss) Defined 


The segment profit (or loss) is calculated as follows: 


Revenues 
Less: directly traceable costs 


Less: reasonably allocated costs 


Operating profit (or loss) 
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2.5.1 Income and Expense Allocation 


Income and expenses are not allocated to a segment unless they are included in the 
determination of segment profit or loss reported to the "chief operating decision maker." 


2.5.2 Items Normally Excluded From Segment Profit (or Loss) 

= General corporate revenues 

General corporate expenses 

Interest expense (except for financial institutions) 

Income taxes 

Equity in earnings and losses of an unconsolidated subsidiary (i.e., under the equity method) 


Gains or losses from discontinued operations 


Minority interest 


3 Reportable Segment Disclosures 


3.1 Identifying Factors 


Factors used to identify the entity's reportable segments, including the basis of organization 
(e.g., products and services, geographic areas, regulatory environments) should be disclosed. 
Also disclose whether any operation segments have been aggregated. 


3.2. Products and Services 


The types of products and services from which the reportable segment derives its revenues 
must be disclosed. 


3.3. Profit or Loss 


The following items must be individually disclosed if the amounts are included in the calculation 
of segment profit or loss reviewed by the chief operating decision maker: 


Revenues from external customers 

Revenues from transactions with other internal operating segments 
Interest revenue 

Interest expense 

Depreciation, depletion, and amortization 

Unusual items, including unusual events and transactions 

Equity in net income of investees accounted for by the equity method 
Income tax expense or benefit 


Significant noncash items other than depreciation, depletion, and amortization expense 
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3.4 Assets 


= The amount of investment in equity method investees. 
= Total expenditures for: 
e Additions to long-lived assets other than financial instruments 
e Long-term customer relationships of a financial institution 
e Mortgage and other servicing rights 
e Deferred policy acquisition costs 
e Deferred tax assets 


3.5 Measurement Criteria 


The accounting principles used for segment reporting may not be the same as those used to 
prepare the consolidated statements. Some principles are not expected to apply on a segment 
basis; therefore, the following information must be disclosed: 


= The basis of accounting for any internal transactions. 


= The nature of any differences between measurements of the reportable segments' profits 
or losses and the entity's consolidated income. 


= The nature of any differences between measurements of the reportable segments' assets 
and the entity's consolidated assets, if not apparent from the reconciliation provided. 


= The nature of any changes from prior periods in the measurement methods used to 
determine reported segment profit or loss. 


= The nature and effect of any asymmetrical allocations to segments. 


3.6 Reconciliations 


= The total of the reportable segments’ revenues to the entity's consolidated revenues. 


= The total of the reportable segments' measures of profit or loss to the entity's consolidated 
income before income taxes, discontinued operations, and the cumulative effects of 
changes in accounting principles. 


The total of the reportable segments’ assets to the entity's consolidated assets. 


The total of the reportable segments' amounts for every other significant item of 
information disclosed to the corresponding consolidated amount. 
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4 _Entity-wide Disclosures 


The following disclosures apply to entities regardless of the number of reportable segments. 
They are required disclosures for all public entities. 


4.1 Products and Services 


Revenues from external customers for each product or service or each group of similar products 
and services must be disclosed unless it is impracticable to do so, and that fact must be disclosed. 


4.2 Geographic Areas 

4.2.1 Revenues 

Disclose the revenues from external customers that are: 

m= Attributable to the entity's domicile country. 

= Attributed to all foreign countries if the amount is material. 

= Attributed to individual foreign countries if the amount is material. 
a 


The basis for attributing revenues from external customers to individual countries. 


4.2.2 Long-Lived Assets 

Disclose the long-lived assets that are: 

= Located in the entity's domicile country. 

= Located in all foreign countries in total in which the entity holds assets. 


= Located in individual foreign countries if the amount is material. 


4.3. Major Customers 


An entity that generates 10 percent or more of its revenue from sales to a single customer must 
disclose that fact, the total amount of revenues from each such customer, and the identity of 
the segment or segments reporting the revenues. The identity of the major customer need not 
be disclosed. 
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5 Reporting Requirements of Regulation S-X 


In Regulation S-X, the Securities and Exchange Commission (SEC) sets forth the form and content 
of, and requirements for, interim and annual financial statements (along with notes and related 
schedules) to be filed with the SEC. The key provisions of Regulation S-X are outlined below. 


5.1 Requirements for Interim Financial Statements 


5.1.1 Review Requirement 


Interim financial statements filed with the SEC must be reviewed by an independent public 
accountant and the review report must be filed with the financial statements. 


5.1.2 Statements and Periods Presented 
The interim financial statements should include the following: 
= Balance Sheets 


e Asofthe end of the most recent fiscal quarter and as of the end of the preceding 
fiscal year 


e May also include balance sheet as of the end of the corresponding fiscal quarter for the 
preceding fiscal year if necessary to understand the impact of seasonal fluctuations 


= Income Statements 


e For the most recent fiscal quarter, for the period between the end of the preceding 
fiscal year and the end of the most recent fiscal quarter, and for the corresponding 
periods of the preceding fiscal year 


e May also include income statements for the cumulative 12-month period ended during 
the most recent fiscal quarter and for the corresponding preceding period 


= Statement of Cash Flows 


e For the period between the end of the preceding fiscal year and the end of the most 
recent fiscal quarter, and the corresponding period for the preceding fiscal year 


e May also present statements of cash flows for the cumulative 12-month period ended 
during the most recent fiscal quarter and for the corresponding preceding period 
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5.1.3. Adjustments for Fair Presentation 


Interim financial statements may be condensed financial statements and should reflect 
adjustments necessary to fairly state the results of the interim period, with a statement to that 
effect included in the notes to the financial statements. If all such adjustments are of a normal 
recurring nature, a statement should be made to that effect. The financial statements should 
include a detailed description of the nature and amount of adjustments that are not normal 
recurring adjustments. 


5.1.4 Disclosure Requirements 


Interim financial statement disclosures should be sufficient so that the interim information is not 
misleading. 


= Omitted Disclosures 


Because users have access to the most recent annual financial statements, interim reports 
may omit the summary of significant accounting policies, the details of accounts that have 
not changed significantly since the end of the most recent fiscal year, and the detailed 
annual disclosures described below. 


= Required Disclosures 


Disclosures should include events subsequent to the end of the most recent fiscal year 

that have a material impact on the entity, including changes in accounting principles and 
practices (including the date of and reasons for the change), changes in estimates, changes 
in the status of long-term contracts, significant new borrowings or modifications of financing 
arrangements, and business combinations or dispositions. 


5.2 Requirements for Annual Financial Statements 


5.2.1 Audit Requirement 


Annual financial statements filed with the SEC must be audited by an independent public 
accountant, and the audit report must be filed with the financial statements. 


5.2.2 Statements and Periods Presented 
The audited financial statements must include the following: 
= Balance sheets for the two most recent fiscal years 


m= Income statements for each of the three fiscal years preceding the date of the most recent 
audited balance sheet 


= Statements of cash flows for each of the three fiscal years preceding the date of the most 
recent audited balance sheet 


=m Changes in owners' equity for each of the three fiscal years preceding the date of the most 
recent audited balance sheet 
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5.2.3. Disclosure Requirements 


The following items must be disclosed in the financial statements or in the notes: 


6 


Dividends per share and in total for each class of shares 
Principles of consolidation or combination 
Assets subject to lien 


Defaults with respect to any issue of securities or credit agreements if the default or breach 
existed at balance sheet date and has not been subsequently cured 


Preferred shares disclosures 
Restrictions that limit the payment of dividends 
Significant changes in bonds, mortgages, or similar debt 


Summarized financial information of subsidiaries not consolidated and 50 percent or less 
owned entities 


Income tax expense 

Warrants or rights outstanding 

Related party transactions which affect the financial statements 
Repurchase and reverse repurchase agreements 


Accounting policies for derivative instruments 


Reporting Requirements of Regulation S-K 


In Regulation S-K, the SEC outlines how registrants should disclose significant qualitative 
descriptions of their business in statements, reports, and filings. The descriptions required relate 
to the following topics and items: 


Business (Items 101-105): Includes descriptions of the business, property, legal 
proceedings, mine safety disclosures, and risk factors. A principles-based disclosure regime 
allowing registrants discretion to determine what merits disclosure based on materiality. 


Registrant Securities (Items 201-202): Includes information on the market price of 
common equity, dividends on common equity, and security descriptions. 


Financial Information (Items 301-308): Includes selected financial data, supplementary 
financial information, management's discussion and analysis (MD&A), changes in and 
disagreements with accountants, quantitative and qualitative disclosures about market risk, 
controls and procedures, and internal controls. 


Management and Certain Security Holders (Items 401-407): Includes information on 
directors and executive officers, executive compensation, security ownership of certain 
beneficial owners and management, related person transactions, Exchange Act compliance, 
code of ethics, and corporate governance. 
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= Registration Statement and Prospectus Provisions (Items 501-512): Includes cover 
pages, a prospectus summary, how proceeds will be used, offering price determination, 
dilution, selling security holders, distribution plan, interests of named experts and counsel, 
disclosure of commission positions, other expenses of issuance and distribution, and 
undertakings. 


= Exhibits (Item 601): Relates to the exhibits that typically accompany the filings of various 
SEC required forms. 


= Industry Guides (Items 801-802): Relates to the disclosure requirements for particular 
industries. 


= Roll-up Transactions (Items 901-915): These are less frequently seen situations involving 
private firms merging into larger companies. 


7 XBRL Reporting Requirements 


7.1. Definition of XBRL 


XBRL (eXtensible Business Reporting Language) is a royalty-free, open specification for software 
that uses XML (eXtensible Markup Language) data tags to describe financial information for 
business and financial reporting. XBRL is a next-generation language after HTML. HTML tells 
computers how to display text. XML and XBRL tell computers how to interpret the context of 
the text. 


7.2 Purpose and Objectives of XBRL 


XBRL was designed to provide an electronic format for financial and business reporting, with 
an overall goal of improving the way in which data is communicated. The application of XBRL 
tags (defined below) applied to financial statements allows computers to search and assemble 
information quickly so that data can be accessed and analyzed by financial statement users. 
Through XBRL, machine-readable financial statements are available real-time in digital format. 
This enables automated data collection, provides faster access to financial statement data, and 
facilitates more robust data analysis. 


7.3. Key XBRL Terms 
7.3.1 Tag 


A machine-readable code that gives a standard definition for each line item in an income 
statement, cash flow statement, balance sheet, or other financial or nonfinancial data, including 
data contained in the notes to the financial statements. Tags include descriptive labels, 
definitions, references to U.S. GAAP, and other elements that provide contextual information 
that allow data to be recognized and processed by software. 


7.3.2 Taxonomy 


A taxonomy defines the specific, computer-readable tags used for individual items of business 
and financial data. XBRL taxonomies include: 


= XBRL U.S. GAAP Financial Reporting Taxonomy: The XBRL U.S. GAAP taxonomy is 
maintained and updated by the FASB and the Financial Accounting Foundation to reflect 
changes in U.S. GAAP and SEC financial statement disclosure requirements, as well as 
changes in common reporting practices. 


=m SEC Reporting Taxonomy: A taxonomy that includes the elements necessary to meet SEC 
requirements for financial statements, schedules, and disclosures. 
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= Global Ledger Taxonomy: A taxonomy independent of other reporting standards or 
system types that permits flexible, multinational consolidation. 


= Industry Specific Taxonomies: Taxonomies have been created to accommodate industry 
specific financial reporting needs. Industry specific taxonomies exist for the commercial and 
industrial, banking and savings, real estate, insurance, and broker/dealer industries. 


= Company Specific Tags: Companies can create their own tags when needed tags are not 
included in any existing taxonomy. 


7.3.3. Instance Document 


An instance document is an XBRL formatted document that contains tagged data. 


7.4 SEC Interactive Data Rule 


The SEC's Interactive Data Rule requires U.S. public companies and foreign private issuers that 
use U.S. GAAP to present financial statements and any applicable financial statement schedules 
in an exhibit prepared using XBRL. This exhibit is required with the filers' SEC registration 
statements, quarterly and annual reports, and reports containing revised or updated 

financial statements. 


7.4.1 Data Tagging Details 


Tagged disclosures must include the primary financial statements, notes, and financial 
statement schedules. A filer's primary financial statements are required to be tagged in detail. 
Financial statement footnote and financial statement schedule tagging is broken into four 
different levels. Level 1 tagging is required for a company's first XBRL submission. Level 1 
through Level 4 tagging is required starting one year from the filer's initial submission. 


= Level 1: Each complete footnote and schedule is tagged as a single block of text. 


= Level 2: Each significant accounting policy within the significant accounting policies footnote 
is tagged as a single block of text. 


m= Level 3: Each table within each footnote or schedule is tagged as a separate block of text. 


= Level 4: Within each footnote or schedule, each amount (i.e., monetary value, percentage, 
and number) is required to be separately tagged. 


7.4.2 Inline XBRL 


An Inline XBRL (iXBRL) format, which embeds XBRL data directly into HTML documents, is 
required by the SEC for periodic and interim financial reporting. The output is a single format 
that is readable by both humans and machines. The objectives of Inline XBRL are to make 
financial information more usable and machine-readable, while providing more consistency in 
reporting and giving companies more of a platform to communicate their stories to financial 
statement users. 
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NOTES 
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MODULE 


Financial Statements 
of Employee Benefit Plans 


1 Overview 


A pension plan and the sponsoring company are two separate legal entities. Pension plan 
accounting for the sponsoring company focuses on calculating net periodic pension cost using 
actuarial outputs and reporting the funded status of the plan on the sponsor's balance sheet. In 
addition to the accounting and reporting done by the sponsor company, U.S. GAAP requires that 
financial statements be presented by the pension plan itself. 


2 Required Financial Statements and Disclosures 
for Defined Benefit Pension Plans 


GAAP requires the financial statements of a defined benefit plan to include the following: 


1. Statement of Net Assets Available for Benefits 
A statement that includes information regarding the net assets available for benefits at the 
end of the plan year. 

2. Statement of Changes in Net Assets Available for Benefits 
A statement that includes information regarding the changes during the year in the net 
assets available for benefits. 

3. Statement of Accumulated Plan Benefits 
Information regarding the actuarial present value of accumulated plan benefits as of either 
the beginning or end of the plan year. 

4. Statement of Changes in Accumulated Plan Benefits 


Information regarding the significant effects of certain factors affecting the year-to-year 
change in the actuarial present value of accumulated plan benefits. 


A statement of cash flows is not required, but may be presented if it provides relevant information 
about the ability of the plan to meet future obligations. 


2.1 Required Disclosures for Defined Benefit Plans 


GAAP requires that a company disclose the following information, either in the body of the 
financial statements or in the notes to the financial statements: 


=m Schedule of major components of pension expense 


=m Changes in projected benefit obligation and the fair value of the plan assets from the 
beginning to the end of the period 


= Rates used to measure the benefit amounts (discount rate, expected return on plan assets, 
rate of compensation) 
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= Allocation of pension plan assets by category (equity securities, debt securities, real estate, 
and other assets) and the percentage of the fair value to total plan assets 


= Description of investment policies and strategies 


= Benefit payments expected to be paid to current plan participants for each of the next five 
fiscal years and in the aggregate for the five fiscal years thereafter 


= Expected contributions to be paid to the plan during the next year 


= Nature and amount of changes in plan assets and benefit obligations recognized in net 
income and in other comprehensive income of each period 


= Accumulated amount of changes in plan assets and benefit obligations recognized in other 
comprehensive income 


2.2. Definitions 


= Accumulated Plan Benefits: The future benefit payments that are attributable to the 
employee's services rendered to the benefit information date, including benefits expected 
to be paid to any of the following: 


e Retired or terminated employees or their beneficiaries 
e Beneficiaries of deceased employees 
e Present employees or their beneficiaries 


= Actuarial Present Value of Accumulated Plan Benefits: The amount that results from 
applying actuarial assumptions to the accumulated plan benefits, with the actuarial 
assumptions being used to adjust the accumulated plan benefits to reflect the time value 
of money and the probability of payment between the benefit information date and the 
expected payment date. 


= Net Assets Available for Benefits: The difference between a plan's assets and liabilities, 
excluding the participant's accumulated plan benefits. 
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Sample Company Pension Plan 


Statement of Net Assets Available for Benefits 


As of December 31 


Assets 
Investments, at fair value 
Common stock 
Corporate bonds 
U.S. government securities 
Mortgages 
Real estate 
Total investments 


Receivables 
Employer contributions 
Securities sold 
Accrued interest and dividends 
Total receivables 
Cash 
Total assets 


Liabilities 
Due to broker for securities purchased 
Accounts payable 
Accrued expenses 
Total liabilities 
Net assets available for benefits 
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Year 2 


$2,300,000 
3,750,000 
410,000 
520,000 
260,000 
$7,240,000 


60,000 
420,000 
105,000 
585,000 
300,000 

$8,125,000 


200,000 
65,000 


40,000 


305,000 
$7,820,000 


$1,910,000 
3,320,000 
390,000 
505,000 
225,000 
$6,350,000 


55,000 
275,000 
97,000 
427,000 
150,000 
$6,927,000 


95,000 
40,000 


35,000 


170,000 
$6,757,000 
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Sample Company Pension Plan 
Statement of Changes in Net Assets Available for Benefits 
For the Year Ended December 31, Year 2 


Investment income 
Net appreciation in fair value of investments $ 620,000 
Interest 200,000 
Dividends 150,000 
970,000 
Less investment expenses 54,000 
916,000 
Employer contributions 900,000 
Total additions 1,816,000 
Benefits paid directly to participants 678,000 
Administrative expenses 75,000 
Total deductions 753,000 
Net increase 1,063,000 
Net assets available for benefits 
Beginning of year 6,757,000 
End of year $7,820,000 


Sample Company Pension Plan 
Statement of Accumulated Plan Benefits 
As of December 31 


Actuarial present value of accumulated plan benefits Year 2 Year 1 
Vested benefits 


Participants currently receiving payments $ 3,250,000 $ 3,075,000 
Other participants 7,520,000 6,850,000 
10,770,000 9,925,000 

Nonvested benefits 2,450,000 2,160,000 
Total actuarial present value of accumulated plan benefits $13,220,000 $12,085,000 
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Sample Company Pension Plan 
Statement of Changes in Accumulated Plan Benefits 
For the Year Ended December 31, Year 2 


Actuarial present value of accumulated plan benefits—beginning of year $12,085,000 


Increase (decrease) during the year attributable to: 
Plan amendment 1,500,000 
Change in actuarial assumptions (230,000) 
Benefits accumulated 543,000 
Benefits paid (678,000) 
Net increase 1,135,000 
Actuarial present value of accumulated plan benefits—end of year $13,220,000 


3° Required Financial Statements and Disclosures 
for Defined Contribution Pension Plans 


GAAP requires the financial statements of a defined contribution plan to include the following: 


1. Statement of Net Assets Available for Benefits 


A statement that includes information regarding net assets available for benefits at the 
end of the plan year, with separate amounts for investments carried at fair value and 
investments carried at contract value. 


Sample Company Defined Contribution Plan 
Statement of Net Assets Available for Benefits 
For the Year Ended December 31 
Year 2 
Assets 
Investments, at fair value $ 8,136,700 $7,715,400 
Investments at contract value 1,650,000 715,000 


Receivables 
Employer contributions $ 15,400 $ 11,000 
Participant contributions 57,200 55,000 
Notes receivable from participants 330,000 385,000 
Total receivables 402,600 451,000 
Total assets $10,189,300 $8,881,400 
Liabilities 
Accrued expenses 11,000 $ 22,000 


Excess contributions payable 16,500 = 
Total liabilities 27,500 22,000 
Net assets available for benefits $10,161,800 $8,859,400 
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2. Statement of Changes in Net Assets Available for Benefits 
A statement that includes information regarding the changes during the year in the net 
assets available for benefits. 


A statement of cash flows is not required, but may be presented if it provides relevant information 
about the ability of the plan to meet future obligations. 


Trenton Company Defined Contribution Plan 
Statement of Changes in Net Assets Available for Benefits 
For the Year Ended December 31, Year 2 
Additions 
Additions to net assets attributed to: 
Investment income: 
Net appreciation in fair value of investments $308,000 
Interest 405,900 
Dividends 181,500 


Interest income on notes receivable from participants 
Contributions: 
Employer $658,900 
Participants 880,000 
Rollovers 220,000 
1,758,900 
Total additions $ 2,676,300 


Deductions 
Deductions from net assets attributed to: 
Benefits paid to participants $578,600 


Administrative expenses 11,000 
Total deductions 589,600 
Net increase $ 2,086,700 
Transfer to FG} plan (784,300) 
Net assets available for benefits: 


Beginning of year 8,859,400 
End of year $10,161,800 


3.1 Required Disclosures for Defined Contribution Pension Plans 


GAAP requires the following disclosures for defined contribution pension plans: 


= Pension Expense: The amount required to be contributed to the pension based on the 
formula established by pension plan. 


= Plan Description: Including the employee groups covered, basis for determining 
contributions, and the nature and effect of significant matters affecting comparability from 
period to period. 
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1 Accounting for Governmental Funds 


L Pass Key 


Full accrual basis/economic resources measurement focus accounting is used by 
commercial and not-for-profit entities and is also used to prepare the government-wide, 
proprietary fund, and fiduciary fund financial statements. 


This module focuses on the accounting issues that are unique to the modified accrual 
basis/current financial resources measurement focus accounting used to prepare 
governmental fund financial statements. 


There are important differences between the modified accrual basis/current financial resources 
measurement focus accounting used to prepare the financial statements of the governmental 
funds and the full accrual basis/economic resources measurement focus accounting used 


to prepare the government-wide financial statements and the financial statements of the 
proprietary and fiduciary funds. 


Governmental funds have: 


No Profit motive 


’ 


No Income statement 


’ 


No Matching principle 


No Accrual method 
{ Budget 
Governmental funds use modified accrual 4 Activity 
Encumbrances 


These differences demonstrate enhanced accountability and can be summarized in these 
accounting areas: 


= Budgetary: Budgetary accounting is used to control spending. 


= Activity: Activity accounting emphasizes the flow of current financial resources and has an 
annual budgetary focus. 


= Encumbrance: Encumbrance accounting is used to record purchase orders and is designed 
to monitor spending for increased budgetary control. 
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Va Pass Key 


The governmental funds (GRaSPP) use modified accrual accounting, which means separate 
accounting for each area. 


Budget Budget 
Activity Activity 
Encumbrances Encumbrances 


2 Budgetary Accounting 


General fund Budget: Book on opposite side as control 
Revenue (special) fund Revenue 
And Expenditures—all spending 


Modified accrual Activity: 
Service (debt) fund Assets—expenditured 


Projects (capital) fund Debts—other financing sources 


Permanent fund Encumbrances: | Commit funds for purchase orders 


Budgetary accounting is used by the "GRaSPP" funds. It is used to control expenditures and to 
account for the levy of taxes sufficient to cover estimated expenditures. 


Budgetary accounting may use any basis of accounting, but reporting of budgetary comparisons 
to actual performance must be displayed on the same basis used for the adopted budget and 
reconciled to GAAP if different. 


Budgets are based on estimated revenues and appropriations. Governmental resources are 
typically derived from the following sources: 


Sources of Governmental Resources 


Revenue Other Financing Sources 
Taxes—income and sales Debt proceeds (bonds and notes) 
Taxes—property and real estate Interfund transfers 


Fines and penalties 


Wa Pass Key 


Many governmental accounting questions on the CPA Exam include journal entries. It 
is important for candidates to understand the basic journal entries in order to properly 
answer these questions. 
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2.1 Budgetary Accounting Journal Entries 


Budgetary accounts are estimated accounts, which are the opposite (in terms of natural debit 
and credit balances) from real, proprietary, or actual accounts. 


Budgetary accounts are posted only twice during the year, unless a supplemental appropriation 
is made. 
2.1.1 Beginning of Year 


At the beginning of year, the difference between estimated revenues and appropriations goes to 
an account called budgetary control (which is the budgetary "equity account"). 


Note: The credit to appropriations control, below, includes both transfers and estimated 
expenditures. CPA Exam questions often segregate appropriations and budgeted transfers . 


Pass Key 


The journal entry that records the budgeted amounts for estimated revenue and approved 
expenditures (appropriations) is posted on the opposite side of the "T" account compared 
with actual amounts. 


Estimated revenue control $2,000,000 

Budgetary control (negative/deficit) - 
Appropriations control $1,950,000 
Budgetary control (positive/surplus) 50,000 


2.1.2 End of Year 


At the end of year, the budget is reversed and closed. The journal entry uses the same amounts 
that were recorded at the beginning of the period plus or minus any amendments. 


Pass Key 


The journal entry at period end to reverse the budget is always for the same dollar 
amounts as the original budgetary journal entry +/- any amendments. 


Appropriations control $1,950,000 
Budgetary control (positive) 50,000 
Estimated revenue control $2,000,000 


Budgetary control (negative) - 
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ved Pass Key 


Do not be confused by question fact patterns that provide additional information regarding 
actual activity in amounts different from the budget. The budgetary accounts and actual 
activity are closed out separately. 


3. Activity 


General fund Budge Be n opposite side 


Revenue (special) fund Revenue—measurable and available 

And Expenditures—all spending 
Modified accrual Activity: 

Service (debt) fund Assets—expenditured 

Projects (capital) fund Debts—other financing sources 


Permanent fund | mbrance Cor nds for purchase 


Governmental fund financial statements emphasize the flow of current financial resources 
(similar to cash basis reporting) rather than profit and loss. The matching principle is not 
used. Time and eligibility requirements along with modified accrual concepts (measurable and 
available) are used to determine the period in which revenue is recognized. 


3.1 Non-exchange Revenue 


Non-exchange transactions are a significant source of revenue for government entities. A 
non-exchange transaction is a transaction in which an entity gives/receives value without directly 
receiving/giving equal value in return. Exchange transactions, which are the primary source 

of revenue for commercial entities and proprietary funds, involve entities giving and receiving 
equal value in an arm's-length transaction. 


3.1.1 Types of Non-exchange Revenues 
Non-exchange revenues include: 
= Derived Tax Revenues 


Derived (non-exchange) tax revenues represent taxes imposed on or derived from exchange 
transactions, such as commercial sales (sales taxes), taxpayer income (income taxes), etc. 


= Imposed Non-exchange Revenues 


Imposed non-exchange revenues represent taxes imposed on non-exchange transactions 
(fines) or wealth (property taxes). 


Receivables are recorded when the government has an enforceable legal claim (i.e., when 
property taxes are levied). 
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Va Pass Key 


Revenue recognition in governmental funds is always subject to modified accrual 
standards. Receivables, however, are recognized if the government has an enforceable 
claim (e.g., a tax levy on property). Recognized revenue will be adjusted to the amount 
available through the allowance account or deferred inflows of resources account even 
though the receivable is recognized. 


journal En 


Journal entry to record accrual of real property taxes levied and provide for the estimated 
amount of uncollectible accounts: 


Real property taxes receivable—current $1,800,000 
Revenues—property taxes $1,620,000 
Allowance for uncollectible taxes 

receivable—current 180,000 


Note: When recording receivables, there may be an allowance account but not an 
uncollectible accounts or "bad debt" expenditure. The recording of the allowance reduces 
revenue to the measurable and available amount. 


Journal entry to record the collection of property taxes: 
Cash $1,458,000 
Real property taxes receivable—current $1,458,000 
Journal entry to reclassify receivables to delinquent: 
Property taxes receivable—delinquent $342,000 
Property taxes receivable—current $342,000 


Journal entry to reclassify current allowance for uncollectible taxes to delinquent and adjust 
revenues to accrue available amounts [Revenue adjustment = Revenue previously recognized 
($1,620,000) minus measurable and available revenues ($1,458, 000)]: 


Revenues—property taxes $162,000 
Allowance for uncollectible taxes—current 180,000 
Allowance for uncollectible taxes—delinquent $342,000 


= Government-Mandated Non-exchange Transactions 


Government-mandated non-exchange transactions represent instances in which a higher 
level of government (e.g., a state) provides funds and mandates certain activities by another 
level of government (e.g., a county), such as environmental cleanup, etc. 


= Voluntary Non-exchange Transactions 


Voluntary non-exchange transactions represent instances in which the government receives 
resources and does not provide equal value (e.g., grant agreements). 
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3.1.2 Revenue Recognition Requirements 
The following revenue recognition requirements apply to governmental non-exchange revenues: 
= Time Requirements (Applicable to All Non-exchange Revenues) 


Revenues are first recognized in the period in which resources must be used or when use 
may begin. 


= Eligibility Requirements (Applicable to Government-Mandated and Voluntary 
Non-exchange Transactions) 


e Time Requirements: Revenues are first recognized in the period in which resources 
must be used or when use may begin, with emphasis on the time limit associated with the 
revenue (e.g., a grant must be fully expended or returned at the end of a grant period). 


e Required Characteristics of Recipients: The resource provider (e.g., the federal 
government) specifies certain characteristics for the recipient (e.g., the entity receiving 
the revenue must be a local government). 


e Reimbursements: Allowable expenditures must be incurred before revenue may 
be recognized. 


e Contingencies (Only Applicable to Voluntary Non-exchange Transactions): Actions 
must be taken (e.g., compliance with usage restrictions) before revenue is earned. 


Pass Key 


e All revenues are subject to time requirements. 
e Derived and imposed tax revenues are only subject to time requirements. 


e Only government-mandated and voluntary non-exchange transactions are subject to 
eligibility requirements. 


e Only voluntary non-exchange transactions are subject to contingency requirements (a 
subset of eligibility requirements). 


Accounts Receivable Revenue Deferred Inflow 


Measurable amounts for | Both of the following criteria must | Failing revenue recognition 
non-exchange levies are | be met for revenue recognition: criteria, the non-exchange 
recognized as they are assessment is recorded as 


= Time requirements are met . 
assessed. q a deferred inflow. 


(revenue either must be used 
or use may begin). 


= Modified accrual requirements 
are met (revenue is both 
measurable and available). 


3.1.3 Measurable and Available Criteria 


Upon satisfaction of recognition standards, governmental fund revenues are subject to basis of 
accounting rules. Under modified accrual accounting, governmental fund revenues are recorded 
when measurable and available. This usually means the collection period does not exceed 

60 days after fiscal year-end. 
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Ved Pass Key 


The following items are accrued as receivable and revenue when time requirements are 
met, subject to the measurable and available (collected within 60 days of year-end) criteria: 


Billed/Recorded (= Revenue) Imposed non-exchange revenues 
e Real estate taxes (due) 


e Fines and penalties 


Derived tax revenue (may not be measurable 


Received (= Revenue) matieccicce) 


e Income taxes 


e Sales taxes 
Earned (= Revenue) 
e Revenue collected in advance, unearned when collected 


e Real estate taxes paid in advance (unearned) 
e Restricted grants (earned when spent) 


© Deferred inflows of resources are recognized in some instances where assets are recorded 
but related revenues are not eligible for recognition (not available or fails time requirements). 


3.2 Expenditures 


Capital purchases, debt service payments, and operating expenditures are considered spending 
of funds and are treated as current year expenditures. 


Police cars and police officers' salaries are both expenditures treated the same in achieving 
the primary reporting focus (emphasis) or financial flow of operating data (flow of financial 
resources), aS opposed to capital maintenance (depreciation accounting) or income 
determination, which are both emphasized in commercial accounting. 


Vee Pass Key 


The timing of expenditure recognition is consistent with accrual accounting and is 
governed by when the voucher payable is recorded. The modified accrual basis of 
accounting does not delay the expenditure until the cash payment is made. 
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3.2.1 Alternatives for Expenditure Recognition 


The following methods can be used to account for the purchase and use of the supplies, prepaid 
assets, and inventory of governmental funds. 


= Purchase Method 
e Record an expenditure when purchased. 


e Record a current asset and nonspendable fund balance at year-end for any items not 
used (still on hand). 


= Consumption Method 
e Record a current asset when purchased. 


e Record an expenditure as consumed during the period. 


Purchase Consumption 


Buying item Expenditure Supplies inventory 
Vouchers payable Vouchers payable 
Use of item No entry Expenditure 


Supplies inventory 


On-hand at year-end No entry* 


Supplies inventory 


Nonspendable fund 
balance—inventory 


*Regardless of the method used, inventory asset amounts must be balanced with a nonspendable 
fund balance account to ensure the unassigned fund balance represents available resources. 
The purchase method assumes adjustment at year-end, and the consumption method, as 
presented, assumes perpetual inventory maintenance along with related adjustments to fund 
balance classifications, such that no entry is specifically required at year-end. 


3.2.2 Classification of Governmental Expenditures 


Expenditures of governmental funds are first classified according to the appropriate fund. Within 
the fund, the expenditures can be further classified using one of several methods. 


= Function or Program 


Function or program classification provides information on the overall purpose of the 
expenditures. Function groups expenditures into the major services of the governmental 
entity. Program groups expenditures into activities, operations, or organizational units that 
are directed to the attainment of specific purposes or objectives. Both function and program 
are broad classifications. Examples of function include public safety, highways, education, 
health and welfare, and general governmental services. Examples of program include 
programs for the elderly, drug addiction, and education. 


= Organizational Unit 


Organization unit corresponds to the organizational structure of the governmental entity. 
An organizational unit may be responsible for carrying out several programs. Examples of 
organizational units include the police and fire departments. Organizational units roll up 
into functional presentations. For example, the police and fire departments combine to 
form the public safety function. 


B5-10 Module 1 © Becker Professional Education Corporation. All rights reserved. 


BAR 5 Budgetary and Activity Accounting 


= Activity 


By classifying expenditures by specific activity, economy and efficiency of operations can 
be measured. Measurement standards, such as expenditure per unit of work, can be 
determined. In addition, this classification serves as a basis for budget preparation. The 
activity can be an event, a task, or a unit of work with a specific purpose. 


= Character 


Classification by character refers to determining the basis of the fiscal period the 
expenditures are presumed to benefit. The major classifications by character are: 


e Current expenditures, which benefit the current fiscal period; 
© Capital outlays, which are presumed to benefit both the present and future fiscal periods; 
e Debt service, which benefits prior fiscal periods as well as current and future periods; and 
e — Intergovernmental, where one governmental unit transfers resources to another. 

= Object Classes 


Classification by object classifies the expenditure according to the type of items purchased 
or services obtained. Examples are personnel services, supplies, and principal and interest 
payments for debt service expenditures. 


3.3. Fixed Assets 


Fixed assets, whether purchased, constructed or leased, are not expected to contribute to the 
generation of governmental fund revenue. The acquisition of a fixed asset, therefore, is not 
capitalized on the fund's books. Instead, it is considered an expenditure of the fund and is not 
depreciated in the fund financial statements. The fixed assets and related depreciation are 
reported on the government-wide financial statements. 


A governmental fund purchases a new police car for $25,000. The governmental fund 
journal entry to record the purchase of the police car follows: 


Expenditure—capital outlay $25,000 
Vouchers payable (or cash) $25,000 


es Pass Key 


° Governmental funds (GRaSPP) use modified accrual and will "expenditure" fixed asset 
acquisitions consistent with the current financial resources measurement focus. The 
fixed assets are reported on the government-wide financial statements. 


e Proprietary and fiduciary funds (SE-CIPPOE) use full accrual and will capitalize 
fixed asset acquisitions and depreciate them consistent with the economic resources 
measurement focus. 
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3.4 Debts (Long-Term) 


Proceeds from long-term debts are recorded in the governmental funds as "other financing 
sources." The governmental funds do not record or carry the long-term debt. Rather, it is 
recorded on the government-wide financial statements. Repayment of long-term debts are 
recorded as expenditures of both principal and interest. 


A governmental unit receives the proceeds of a bond issue of $1,000,000. The 
governmental fund journal entry to record the receipt of the proceeds follows: 


| Cash $1,000,000 
Other financing sources—bonds issued $1,000,000 


A municipality pays $125,000 in principal and $100,000 in interest on its general long-term 
debt. The journal entry recorded in the municipality's governmental funds would be: 


Expenditure—principal $125,000 
Expenditure—interest 100,000 
Cash $225,000 


Pass Key 


° Governmental funds (GRaSPP) use modified accrual and will record proceeds from 
long-term debt as "other financing sources" (statement of revenues, expenditures, and 
changes in fund balance, not the balance sheet) consistent with the current financial 
resources measurement focus. The debt service fund pays the currently due interest 
and principal. 


° Proprietary and fiduciary funds (SE-CIPPOE) use full accrual, record the long-term debt 
consistent with the economic resources measurement focus, and directly pay the 
interest and principal. 
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3.5 Other Financing: Leases 


Leases represent the financing of the right to use an underlying asset. The economic 
substance of this transaction is the same for governments as it is for commercial enterprises. 
Governmental standards mirror commercial standards while adapting to measurement focus 
and basis of accounting issues at the fund level. Governmental lease transactions are grouped 
similarly to commercial accounting but are described using different terminology. 


3.5.1 Lease Definition 


A lease is defined as a contract that conveys control of the right to use another entity's 
nonfinancial assets as specified in the contract for a period of time. Lease standards typically 
apply to long-lived tangible assets such as buildings and equipment, and specifically exclude 
intangible assets, biological assets, inventory, etc. Subscription-based information technology 
agreements (SBITAs), however, are treated as leases. 


3.5.2 Lease Term 
The lease term includes the contract period during which the asset will most likely be used. 


The lease term also includes any optional lease extension period which either the lessee or lessor 
is likely to exercise and periods in which the lessee or lessor will not exercise options to terminate. 


Determination of the lease term includes consideration of such matters as the economic 
incentives or disincentives to exercise options, the history of the parties in exercising options, 
and the essential qualities of the asset. 


3.5.3 Lease Classifications 


Governmental accounting classifies leases in one of three ways. Leases may be short-term leases 
(similar in character and definition to short-term commercial operating leases) or either contracts 
that transfer ownership (similar in character and definition to commercial sales-type finance leases) 
or leases other than short-term leases and contracts that transfer ownership (similar in character 
and definition to commercial direct-finance leases and longer-term operating leases). 


= Short-Term Leases 


Short-term leases have a maximum term of 12 months or less. Short-term leases, 
by definition, are current and, thus, receive the similar accounting treatment 

in both governmental and proprietary funds. Accounting is nearly identical to 
commercial standards. 


e Lessees recognize expenditures or expenses based on payment provisions of the 
contract. No expenditure or expenses are recognized during rent-free periods. 


e Lessors recognize rent revenue based on the payment provisions of the lease contract. 
No rent revenues are recognized during rent-free periods. 


= Contracts That Transfer Ownership 


Contracts that transfer ownership of the underlying asset to the lessee are accounted for as 
a financed purchase by the lessee and a sale by the lessor. 


e Lessee Accounting—Governmental Funds: The lessee accounts for the acquisition of 
non-current assets with non-current financing as a capital outlay expenditure and other 
financing source. Payment of the debt is handled in a manner consistent with other 
debt payments. 


© Becker Professional Education Corporation. All rights reserved. Module 1 B5-13 


Budgetary and Activity Accounting BAR 5 


Facts: The city of Lester acquired photocopiers to be used by the city's Finance Department 
for $25,000 at the beginning of its fiscal year, January 1. Ownership of the copiers will 
transfer to the city at the end of lease. The lease has a three-year term and carries an 
interest rate of 10 percent. Payments are to be made annually on December 31 of each 
year and are computed at $10,053. 


Required: Prepare the journal entries to: 

1. Record the lease at the beginning of the year. 

2. Record the first payment on the lease at the end of the year. 
Solution: 


1. The lease is initially recorded as a capital outlay expenditure funded by other financing 
sources associated with the lease. 


Expenditure—capital outlay $25,000 
Other financing sources $25,000 


2. Lease payments on a contract that transfers ownership would be recorded ina 
manner consistent with other debt service payments. 


Expenditure—principal $7,553 
Expenditure—interest 2,500 
Cash $10,053 


e Lessor Accounting—Governmental Funds: The lessor accounts for the sale 
of non-current assets with non-current receivables in a manner similar to other 
measurable but unavailable revenue and recognizes deferred inflows as revenue 
over time in a systematic and rational manner. 


Facts: The city of Lester leased a small parcel of surplus municipal property previously 
used in the city's general governmental operations to a private company for $25,000 at the 
beginning of its fiscal year, January 1. Ownership of the parcel will transfer to the private 
company at the end of lease. The lease has a three-year term and carries an interest rate 
of 10 percent. Payments are to be made annually on December 31 of each year and are 
computed at $10,053. 


Required: Prepare the journal entries to: 
1. Record the lease at the beginning of the year. 


2. Record the first receipt on the lease at the end of the year. 


(continued) 
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(continued) 


Solution: 


1. The lease is initially recorded as a receivable with recognized revenue to the extent that 
it is both measurable and available. 


Lease receivable $25,000 
Revenue § 7558) 
Deferred inflows of resources 17,447 
Interest receivable $2,500 
Interest revenue $2,500 


Revenue and deferred inflows are computed using the effective interest method using 
the assumptions described in the fact pattern. Revenue is equal to the first year of 
principal with the balance equal to the deferred inflows of resources. 


2. Receipts associated with the collection of receivables would be recorded as follows: 


Cash $10,053 
Lease receivable $7,553 
Interest receivable 2,500 


e Lessee Accounting—Proprietary and Fiduciary Funds and Government-Wide 
Presentation: The lessee would account for the acquired asset and associated lease 
obligation as a financed purchase in a manner consistent with commercial accounting. 


e Lessor Accounting—Proprietary and Fiduciary Funds and Government-Wide 
Presentation: The lessor would derecognize the asset sold, record a receivable, and 
recognize revenue in a manner consistent with commercial accounting. 


= Leases Other Than Short-Term Leases and Contracts That Transfer Ownership 


Leases not meeting the definition of a short-term lease or that represent contracts that do 
not transfer ownership are accounted for using principles similar to commercial operating 
leases as adapted for governmental accounting principles. 


e Lessee Accounting—Governmental Funds: The lessee accounts for the acquisition of 
non-current assets with non-current financing as a capital outlay expenditure and other 
financing source. Payment of the debt is handled in a manner consistent with other 
debt payments as described above for contracts that transfer ownership. 


e Lessor Accounting—Governmental Funds: The lessor accounts for the sale of 
non-current assets with non-current receivables in a manner similar to other measurable 
but unavailable revenues as described above for contracts that transfer ownership. 


e Lessee Accounting—Proprietary and Fiduciary Funds and Government-Wide 
Presentation: At the beginning of the lease, the lessee records an intangible "right-of-use" 
asset (amortized over the life of the asset or lease term, whichever is less) along with 
an associated lease liability (amortized using the effective interest method). 


The value of the asset and lease are equal to the discounted lease payments of the 
contract. The discount rate is the lesser of the interest rate implied in the lease or the 
lessee's estimated incremental borrowing rate. 


Liabilities may be remeasured if significant changes occur. 
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Facts: The city of Lester acquired photocopiers to be used by the city's Water and Sewer 
Enterprise Fund for $25,000 at the beginning of its fiscal year, January 1. Ownership of the 
copiers will not transfer to the city at the end of the lease and the city does not have the 
option to purchase them. The copiers have a useful life of three years, and the lease has 
a three-year term and carries an interest rate of 10 percent. Payments are to be made 
annually on December 31 of each year and are computed at $10,053. 


Required: Prepare the journal entries to: 


1. Record the lease at the beginning of the year. 


2. Record the entries at the end of the year to recognize lease expense and amortize the 


associated right-of-use asset. 


Solution: 


1. The lease is neither a short-term lease nor a contract that transfers ownership. It would 
be recorded as a right-of-use asset and with an associated liability at inception. 


Right-of-use asset 


Lease liability 


$25,000 


$25,000 


2. Lease payments would be recorded in a manner consistent with other debt service 
payments. Amortization expense recognizes expiration of the right-of-use asset. 


Lease liability 


Interest expense 


Cash 


Amortization expense 


Accumulated amortization (ROU) 


$7,553 
2,500 


$8,333 


$10,053 


$8,333 


Supporting schedule for the right-of-use asset amortization using straight-line amortization 
over three years and the liability amortization using the effective interest method follows: 


Lease Total | Amortization | Carrying Value of 
Year | Liability | Principal | Interest | Payment Expense Right-of-Use Asset 
Begin | $25,000 - = = = $25,000 
1 $17,447 $7,553 $2,500 $10,053 $8,333 $16,667 
2 SOnS9 $8,308 $1,745 $10,053 $8,333 $8,334 
3 $0 Some9 $914 $10,053 $8,334 $0 
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e Lessor Accounting—Proprietary and Fiduciary Funds and Government-Wide 
Presentation: At the beginning of the lease term a lessor should recognize a lease 
receivable and a deferred inflow of resources. Any initial direct costs should be 
recorded as an expense. 


The lease receivable is valued at the present value of future lease payments. 


Lease payments include fixed payments, variable payments, residual guaranteed 
payments, and incentives. Receivables are reduced by periodic payments. 


The deferred inflow is equal to the lease receivable and recognized rationally and 
systematically as lease revenue over the life of the lease. 


The underlying asset is not derecognized. The asset is reported and depreciated. 


Facts: The city of Lester leased a small parcel of surplus municipal property previously 
used in the city's Water and Sewer Fund to a private company for $25,000 at the beginning 
of its fiscal year, January 1. Ownership of the land will not transfer to the private company 
at the end of the lease and that company does not have the option to purchase it. The 
lease has a three-year term and carries an interest rate of 10 percent. Payments are to be 
made annually on December 31 of each year and are computed at $10,053. 


Required: Prepare the journal entries to: 

1. Record the lease at the beginning of the year. 

2. Record the first payment on the lease at the end of the year. 
Solution: 


1. The lease is initially recorded as a lease receivable and related benefits as a deferred 
inflow of resources. 


Lease receivable $25,000 
Deferred inflow of resources $25,000 


2. Lease receipts and revenue recognition on a lease that is not short term and does not 
transfer ownership would be recorded as follows: 


Cash $10,053 
Interest income $2,500 
Lease receivable 7,553 

Deferred inflows of resources $8,333 
Revenue $8,333 
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& 


Pass Key 


Leases are similar to notes receivable and payable but differ in their accounting based on 
their classification in one of three ways: 


GRSPP Funds SE-CIPPOE Funds 


DR CR DR CR 

Short-term leases Receivable Revenue Receivable Revenue 
Contracts that transfer 7 Current revenue ; 

: Receivable ; Receivable Revenue 
ownership and deferred inflow 
Leases other than 
short-term leases : Current revenue ; ; A 
se CORIRACE aE Receivable eel eteea iahlow Receivable Deferred inflow 


transfer ownership 


GRSPP Funds SE-CIPPOE Funds 


DR CR DR CR 

Short-term leases Lease expense Cash/payable Lease expense} Cash/payable 
Contracts that transfer | Capital outlay | Other financing Capital asset an 

: : F Lease liability 
ownership expenditure source acquired 
Leases other than 
short-term leases Capital outlay | Other financing Right-of-use asec Wabilik 
and contracts that expenditure source asset** y 


transfer ownership 


*Deferred inflows are used in connection with lessor activity recorded in governmental funds 
because revenues are measurable but not available. Deferred inflows are used by lessors in 
proprietary and fiduciary funds in response to requirements of the standard. 


**Right-of-use assets are only recorded for proprietary and fiduciary fund lessees for leases classified 
as other than short term and contracts that transfer ownership. 
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Encumbrances and 
Other Transactions 


1 Encumbrances 


General fund Budget: | Book on opposite side as control 

Revenue (special) fund Revenue—measurable and available 

And Expenditures—all spending 
Modified accrual Activity: 

Service (debt) fund Assets—expenditured 

Projects (capital) fund Debts—other financing sources 

Permanent fund Encumbrances: Commit funds for purchase orders 


Open purchase orders represent an encumbrance or commitment of the available appropriations 
of a government. In order for governmental managers to effectively monitor the degree to which 
they have used their budgetary appropriations, governmental accounting systems must reflect not 
only the expenditures but also the obligations to spend (purchase orders). This is done to prevent 
overspending of appropriations. Subsidiary ledgers are used to record the details of budgetary 
accounts, encumbrances, and other general ledger accounts that require detail. 


1.1 Nature of Encumbrances 


An encumbrance should not be viewed as a GAAP expenditure. Similarly, the budgetary control 
account that offsets the encumbrance is not a liability. The budgetary control entry acts as a 
limitation or constraint that reduces the available fund balance. 


Assume that Progressive Township has budgeted or appropriated $100,000 for the purchase 
of two sanitation trucks at the beginning of the year. Then assume that a purchase order is 
issued to purchase the two sanitation trucks at an estimated cost of $45,000 each. 


Journal entry to set up the encumbrance and budgetary control in budgetary accounts in the 
general fund: 


-) Encumbrances $90,000 

CR | Budgetary control $90,000 
The invoice is received for one of the trucks, at an actual cost of $44,000. The entry to the 
encumbrances account is reversed and the actual expenditure is recorded. Assume that 
the second truck is back-ordered. 


(continued) 
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(continued) 


Journal entry to reverse estimated encumbrances in budgetary accounts: 
Budgetary control $45,000 
Encumbrances $45,000 
Journal entry to record the actual expenditures of $44,000: 


Expenditures $44,000 
Vouchers payable (or cash) $44,000 


1.2 Recording Encumbrances 


Encumbrances are recorded for spending/appropriations control purposes, especially in the general 
and special revenue funds. Encumbrances are not generally used for recurring expenditures, such as 
salaries. They are more commonly recorded when a purchase order is issued. 


Pass Key 


CPA Exam questions may ask about the timing of debits and credits to the encumbrance 
account and debits and credits to the budgetary control account. Remember that the 
planned obligations of the government (appropriations) are recorded as credits. All other 
uses of the appropriation are debits. All you need to remember is to take the sum of the 
natural balances of the appropriations, expenditure, and encumbrance accounts to arrive 
at the management objective of this accounting: unexpended appropriations. 


The following schedule shows the manner in which the journal entries from the outline 
would produce management information. Debits are shown without brackets, and credits 
are shown in brackets. Notice how the activity in the Budget, Activity, and Encumbrance 
columns are independently maintained by the accounting entries. Also notice how the 
unexpended appropriation fluctuates first with the encumbrance ($10,000) and then with 
the recording of the actual transaction ($11,000). 


Budget Activity Encumbrance 

Unexpended 
Transaction (Appropriations) Expenditure Encumbrance Appropriation 
1. Appropriation $(100,000) - - $(100,000) 
2. Encumbrance - = $90,000 90,000 
Subtotal (100,000) - 90,000 (10,000) 
3. Reverse encumbrance - - (45,000) (45,000) 
4. Record activity - $44,000 - 44,000 
Total $(100,000) $44,000 $45,000 $ (11,000) 
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1.3. Encumbrances Outstanding at Year-End 


If an encumbrance (purchase order) is still outstanding at year-end and appropriations do 
not lapse (i.e., government will honor outstanding purchase orders), reverse the journal entry 
and include outstanding encumbrances in an appropriate fund balance classification. Usually 
encumbrances would be included in "fund balance, committed" or "fund balance, assigned." 


Outstanding encumbrances at year-end will be carried forward within the appropriate fund 
balance classification with a corresponding reduction of unassigned fund balance, if the 
appropriations do not lapse. Encumbrances will not be specifically detailed on the face of the 
financial statements but may be disclosed if material. Encumbrances that will be liquidated with 
restricted, committed, or assigned resources have no effect on the classification of fund balance. 


Journal entry to close outstanding encumbrances at year-end and reserve the fund balance: 


Budgetary control $45,000 
Encumbrances $45,000 


To close budgetary accounts related to outstanding purchase orders. 


Unassigned fund balance (year-end surplus) $45,000 
Fund balance, committed $45,000 


To record reclassification of fund balance relative to outstanding prior year purchase orders. 


L Pass Key 


Signs used in this pass key do not attempt to duplicate the consistent Dr (Cr) presentation 
shown on the previous page. Appropriations are deliberately shown without brackets 

to represent a positive unspent/unencumbered amount, while encumbrances and 
expenditures are displayed in brackets to reflect negative amounts that reduce unspent/ 
unencumbered appropriations. 


Budget Activit Encumbrance Fund Balance 
—— a Unexpended Se Se ee 
Transaction (Appropriations) Expenditure Encumbrance Appropriation Cash Unassigned Committed 
1. Appropriation $(100,000) - - $100,000 $100,000 $(100,000) - 
2. Encumbrance - - $ 90,000 (90,000) - - - 
3. Reverse 
encumbrance - - (45,000) 45,000 - - - 
4. Record activity - $ 44,000 - (44,000) (44,000) 44,000 - 
Subtotal (100,000) 44,000 45,000 11,000 - - - 
5. Close BAE 100,000 (44,000) (45,000) (11,000) - = - 
Subtotal - - - - 56,000 (56,000) - 
6. Commit 
encumbered 


appropriation - - - - 45,000  $(45,000) 
Total - - = = $ 56,000 $(11,000) $(45,000) 
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1.4 Accounting in the Following Year 


In the following year, the use (spending/expenditure) of these amounts will be recorded as 
an expenditure. 


Journal entry to record the receipt of last year's item and pay for it: 


Expenditure—prior year $45,000 
Vouchers payable $45,000 


Ve Pass Key 


The outstanding encumbrance at year-end is treated as a component of an appropriate 
classification of fund balance (generally committed or assigned). In the following year, when 
the item is received and paid, it is not reported as an expenditure in the budget and actual 
comparison schedules because it is not a charge against current period appropriations. 


Example 1 Appropriations and Encumbrances 


Facts: A county's balances in the general fund included the following: 


Appropriations $745,000 
Encumbrances 37,250 
Expenditures 298,000 
Vouchers payable 55,875 


Required: Calculate the remaining appropriations available for use by the county. 


Solution: Appropriations is a budgetary account. This account represents the 
governmental unit's approved spending (in this case, $745,000). Expenditures represent 
the actual incurring of bills, whether paid in cash or recorded as vouchers payable. 
Encumbrances are the restrictions of the fund balance for purchase orders. Vouchers 
payable represent expenditures not yet paid. 


Budget: appropriations $745,000 
Activity: expenditures (298,000) 
Encumbrances: (37,250) 
Remaining available appropriations $409,750 
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Va Pass Key 


Remember to close the budget, activity, and encumbrances (BAE-BAE) separately. Do not 
try to net them. The rule is: 


Budget is booked -—————__—_—_——__» Budget is closed for same amount 
Activity is booked -————————————_-> Activity is closed for actual amount 
Encumbrances are booked -—————» Encumbrance is reversed for same amount 


Pass Key 


Encumbrance accounting provides the final dimension to both fiscal accountability 

and current financial resources measurement focus. Throughout the year, the use of 
encumbrances helps monitor the degree to which appropriations have been used. At 
year-end, encumbrances serve to reduce unassigned fund balances to determine the degree 
of spendable available resources that can be carried forward into the next spending cycle. 


2 Other Transactions and Events 


2.1. Interfund Activity 


Interfund activity represents the flow of resources between funds and between the primary 
government and its component units. The accounting associated with interfund activity can be 
classified as follows: 


1. Reciprocal interfund activity 
2. Nonreciprocal interfund activity 


Interfund activity is subject to specific requirements related to financial statement display 
and disclosure. 


2.1.1 Reciprocal Interfund Activity 
Reciprocal interfund activity includes exchange-type transactions between funds. 


= Interfund Loans: Interfund loans represent temporary extensions of credit to other funds 
that are expected to be repaid and are accounted for as interfund receivables and payables 
(due from/due to). Unrealizable balances are reclassified as transfers. 


= Interfund Services Provided and Used: Interfund services represent sales and purchases 
between funds at external pricing. Examples include sales of water and sewer services by an 
enterprise fund to the city and internal service fund activities. Transactions of this type are 
accounted for as revenues and expenses/expenditures. 
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2.1.2 Nonreciprocal Interfund Activity 
Generally, nonreciprocal interfund activity represents non-exchange transactions between funds. 


= Interfund Transfers: Flows of assets between funds without the exchange of equivalent 
value represent interfund transfers. Payments in lieu of taxes made by a proprietary fund 
to the general fund or the budgeted transfer of pledged revenues from a special revenue 
fund to a debt service fund to meet bond covenant requirements are examples of interfund 
transfers. Transfers are normally displayed as other financing sources and uses after 
nonoperating revenues and expenses. 


= Interfund Reimbursements: Payments of expenses made by one fund on behalf 
of another fund are accounted for as reimbursements. The expenditure originally 
made is reimbursed by the fund actually responsible for the disbursement. Interfund 
reimbursements serve to reclassify the expenditure or expense associated with the 
original transaction to the fund ultimately responsible for the obligation satisfied. Interfund 
reimbursements are not displayed as interfund transactions. 


2.2 Special Items 


2.2.1 Characteristics of Special Items 


Special items are items under the control of management that are either unusual or infrequent 
but not both. 


=m An event or transaction that is unusual in nature possesses a high degree of abnormality 
and is unrelated to the ordinary and typical activities of government. 


m An event or transaction is infrequent in occurrence if it would not reasonably be expected to 
recur in the foreseeable future. 


VAs Pass Key 


Special items are distinguished from extraordinary items by their characteristics. Most 
significantly, extraordinary items must be both unusual in nature and infrequent in 
occurrence, while special items must only be unusual in nature or infrequent in occurrence 
but not both. 


2.2.2 Examples of Special Items 


Sales of certain governmental capital assets 

= Termination benefits resulting from workforce reductions 
= Early retirement program offered to all employees 
is 


Significant forgiveness of debt 


2.2.3. Examples of Extraordinary Items 

= Environmental disaster created by a chemical spill from a train wreck 
= Significant damage in a community as the result of a terrorist attack 
2.2.4 Financial Statement Presentation 


Special items are reported before extraordinary items. 
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2.3. Deferred Inflows and Outflows 


2.3.1 Character and Definition 


Deferred inflows of resources and deferred outflows of resources result from the acquisition or 
consumption of net assets (a fund or government's equity) in one period that are applicable to 
future periods. 


Transactions unique to government as well as unusual transactions typically associated with 
other comprehensive income in commercial settings (e.g., derivative accounting, pension 
accounting, etc.) are accounted for as deferred inflows/outflows. 


= Deferred outflows of resources have a positive effect on net position and are reported 
following assets but before liabilities. 


= Deferred inflows of resources have a negative effect on net position and are reported 
following liabilities but before equity. 


Pass Key 


The use of the term deferred is limited to items reported as deferred outflows of resources 
or deferred inflows of resources and should not be used in connection with any other 
account title. 


2.3.2 Sources of Deferred Outflows/Inflows of Resources 
= Imposed Non-exchange Revenue Transactions (Time Requirements Not Met) 


Imposed non-exchange revenue transactions that are reported as receivable prior to their 
formal levy (such as property taxes recorded in December but not fully levied until January) 
or transactions recorded as a receivable prior to the period when resources are required to 
be used (such as occupational licenses billed in November for business license valid in the 
following year beginning in January) should be reported as deferred inflows. 


= Government-Mandated Non-exchange Transactions and Voluntary 
Non-exchange Transactions 


Although multiyear government-mandated non-exchange transactions or voluntary 
non-exchange transactions may be entirely recognized as revenue, formal time restrictions 
create the possibility of deferred inflow/outflow treatment. Resources received before 
time requirements are met, but after all other eligibility requirements are met, should 

be reported as deferred outflows of resources by the provider and deferred inflows of 
resources by the recipient. 


= Refunding of Debt 


The difference between the reacquisition price and the net carrying amount of the old debt 
should be reported as a deferred outflow (loss) or deferred inflow (gain) and recognized as 
a component of interest expense over the remaining life of the old or new debt, whichever 
is shorter. 


= Sales and Intra-entity Transfers of Future Revenues 


Sales and intra-entity transfers of future revenues should generally be reported as deferred 
inflows of resources. Governments that factor their receivables initially record the proceeds 
from the sale as a deferred inflow that is recognized over time. 
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Progressive Township elects to sell its delinquent tax receivables to a state agency 
specifically established to assist local governments with cash flow issues. The township 
would receive net proceeds from the state and record deferred inflows of resources. 


= Leases 


Gains or losses arising from sale and leaseback transactions result in a deferred inflow or 
deferred outflow of resources that are recognized systematically over the life of the lease. 
In addition, leases classified as other than short-term leases and contracts that transfer 
ownership are accounted for as a lease receivable and deferred inflow by the lessor. 


= Regulated Operations 


Deferred inflows of resources may result from rate actions by a regulator that impose 
limitations on the assets of a government, including: 


e Establishment of current rates at a level adequate to recover costs that are expected to 
be incurred in the future. 


e Refund of gains or reductions of net allowable costs to be given to customers over 
future periods. 


The state-regulated Progressive Township Electrical Authority has secured approval 
from the state to increase electric rates in the coming year. The increase is intended to 
fund system improvements. The incremental increase associated with the approved rate 
adjustment would be accounted for as an asset and as a deferred inflow. 


= Assets Associated With Unavailable Revenues (Modified Accrual Criteria Not Met) 


When an asset is recorded in governmental fund financial statements, but the revenue is 
not available (e.g., measurable but not collected until more than 60 days after year-end), the 
government should report a deferred inflow of resources. 


= Asset Retirement Obligations (ARO) 


A deferred outflow of resources should be recorded in an amount equal to the ARO. 


2.3.3 Derivative Instruments and Hedge Accounting 


Derivative instruments are used by state and local governments to manage specific risks or to 
make investments. Derivatives are reported at fair value. Changes in the fair value of derivatives 
are reported as follows: 


= Changes in value of derivatives used as investments are displayed within the investment 
revenue Classification. 


=m Changes in value of derivatives used for hedging activities are reported as either deferred 
outflows or deferred inflows of resources. 
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Progressive Township plans to purchase fuel for the operation of both its vehicles and its 
emergency generators for lift station operations in Year 2. The township secures a forward 
contract to purchase fuel at a specific price in the future. By year-end, however, the price 
of fuel has fallen below the guaranteed price of the contract, thereby reducing the value of 
the forward contract by $35,000. 


The entry to record the decline in value of the hedge would be as follows: 


Deferred outflows of resources $35,000 
Forward contract $35,000 


3 ‘Fund Balances and Components Thereof (GRaSPP) 


Fund balance is "equity" in the balance sheets of the governmental funds and is equal to assets 
(and deferred outflows) minus liabilities (and deferred inflows). 


3.1 Categories of Fund Balance 


Governmental fund balances are reported in a hierarchy that shows up to five degrees of 
constraint (limitations on use) associated with the current equity of the fund. Constraints, in 
order, are as follows: 


1. Nonspendable Fund Balance: Current equity in the fund balance generally comprises 
available, spendable resources. To the extent that the equity of a governmental fund is 
represented by current assets that cannot be spent (e.g., prepaid expenditures, inventories, 
etc.), the fund balance should be displayed as nonspendable. 


2. Restricted Fund Balance: Fund balance resources associated with assets restricted by 
external authorities (e.g., legislation, grantors, creditors, etc.) are classified as restricted. 


3. Committed Fund Balance: Fund balance resources associated with assets obligated by a 
formal action of the government's highest decision-making authority (e.g., resolutions by 
a city commission, encumbered appropriations, etc.). Encumbered appropriations are not 
specifically identified on the face of a government's financial statements but may be disclosed. 


4. Assigned Fund Balance: Fund balance resources associated with assets that the 
government intends to obligate (e.g., designations) but has not formally committed. 
Assignments are not possible if unassigned fund balances are negative. 


5. Unassigned Fund Balance: Fund balance resources associated with spendable assets 
that are neither restricted, committed, nor assigned. Unassigned fund balance is a residual 
equity classification for the general fund. Only the general fund should have a positive 
unassigned fund balance. Other governmental funds might have negative unassigned fund 
balances if expenditures incurred for specific purposes exceed the amounts restricted or 
committed to those purposes. 
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3.2 Summary of Reported Constraints by Fund 


The following chart displays the potential (likely) classifications of fund balance in the 
governmental funds. 


Reported Constraints by Fund: Summary 


Categories General Special Revenue Debt Service Capital Projects Permanent 
Nonspendable v v 
Restricted v v v v v 
Committed v v v v 
Assigned v v v 
Unassigned Positive X Negative X Negative X Negative X Negative X 


3.3. Summary of Nature/Source of Constraints by Level 


Nature/Source of Constraints by Level: Summary 


Categories Nature of Constraint 


Nonspendable | Practical: Monies have been spent, assets are either maturing (e.g., longer-term 
investments and are not available) or expiring (e.g., prepaids). 


Restricted External: Legislation, grantor, or creditor requirements must be satisfied. 
Committed Internal: Highest governing authority establishes limits. 

Assigned Internal: Intention without formal commitment (designation). 

Unassigned No constraint as to use. 


4 Net Position and Components Thereof 
(SE and Government-wide) 


Net position is reported in the government-wide and proprietary fund balance sheets and 
represents net equity (the difference between assets plus deferred outflows and liabilities plus 
deferred inflows). 


4.1 Categories of Net Position 


Net position must be reported in three categories that focus on the accessibility of the 
underlying funds. 


1. Net Investment in Capital Assets: Capital assets reduced by accumulated depreciation 
and by outstanding debt incurred to acquire, construct, or improve those assets. 


e Net investment includes unamortized original issue discounts or premiums. 


e Associated deferred outflows or inflows related to the capital assets are included in 
the computation. 


e Debt/obligations must be to parties outside the government (advances from other 
funds are excluded). 
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e Agovernment that has no outstanding capital borrowing will label this portion of net 
position as "investment in capital assets." 


e Any significant unspent portion of capital-related debt or deferred inflows of resources 
is excluded from net investment in capital assets and included in restricted net position. 


Pass Key 


Capital assets included in the calculation of net investment in capital assets include the following: 


Tangible capital assets (e.g., land, buildings, etc.) 
Intangible capital assets (e.g., patents, rights, etc.) 


Assets excluded from the calculation of net investment in capital assets: 
e Unspent resources accumulated for capital purposes 


e Equity interest in capital assets of joint ventures 


2. Restricted: Restricted assets and deferred outflows reduced by related liabilities and 
deferred inflows. 


e Restrictions are externally imposed by creditors, grantors, contributors, or laws and 
regulations, including those imposed by the government's own constitutional provisions 
or enabling legislation. 


e No negative restricted amount should be reported. If liabilities exceed related restricted 
assets, the net negative amount should reduce unrestricted net position. 


3. Unrestricted: The net amount of the assets plus deferred outflows less liabilities plus 
deferred inflows that are not included in the determination of net investment in capital 
assets or restricted net position. 


e Designations of net position representing management's intentions for the use of 
resources should not be reported on the statement of net position. Designations may 
be disclosed. 
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Governmental Funds and 
Financial Statements: Part 1 


1 General Fund 


General fund Budget: Book on opposite side as control 

Revenue (special) fund Revenue—measurable and available 

And = Expenditures—all spending 
Modified accrual Activity: . 

Service (debt) fund Assets—expenditured 

Projects (capital) fund Debts—other financing sources 

Permanent fund Encumbrances: Commit funds for purchase orders 


The general fund is created at the beginning of the governmental unit, and it exists throughout 
the life of that unit. The general fund accounts for the general activities of a government that are 
not accounted for by any other fund. 


General fund activities include the administrative and general services of the government. 


1.1 Revenue Sources 


The general fund usually has the largest variety of revenues in a governmental unit. Sources 
of general fund revenues frequently include all of the earnings types contemplated by 
governmental reporting models. 


= Taxes 


General fund revenues in local government often include property taxes as the primary 
revenue source. Franchise and public service taxes are often recorded in the general fund. 


= Public Safety and Regulation 


General fund revenues in local government often include fees and fines (police 
departments, building inspectors, etc., fine individuals for infractions, charge fees for 
inspections, etc.). General fund revenues also include license and permit revenues (police, 
fire, or building department licenses for buildings and permits for activities). 


= Intergovernmental 
Shared or grant revenues from other governments may appear in the general fund. 
= Charges for Services 


Exchange revenues that support general fund activities may appear in the general fund. 
The government may elect to use a governmental model instead of proprietary funds for 
services primarily supported by charges. 


= Other Revenues 


General fund revenues include investment earnings as well as miscellaneous earnings. 
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1.2 Expenditure Types 


The general fund usually has the largest share of expenditures in a governmental unit. Sources 
of general fund expenditures frequently include most of the current functional expenditure 
types contemplated by governmental reporting models: 


= General Government 


General government activities often include the administrative functions of the government, 
such as the city manager, finance, etc. 


= Public Safety 


Public safety activities often include the police department, fire department, jail, and 
building inspections department. 


= Culture and Recreation 


Culture and recreation activities include parks, libraries, etc. 
1.3. Unique Accounting Issues 


1.3.1 Modified Accrual and Budgetary Accounting 


The general fund uses the modified accrual basis of accounting, and formally records its budget 
in its accounting system. 


1.3.2 Major Fund Status 


There is only one general fund per reporting entity and it is always reported as a major fund. 


1.3.3 Internal Financing 
The general fund automatically finances other funds by: 
=m making a loan (e.g., to a special revenue fund for financing a special assessment). 


= making a contribution of equity or revenue (called an "interfund transfer") to a debt service 
fund or internal service fund. 


= making up a deficit in an enterprise fund. 


1.3.4 Default Classification 


The general fund is an operating "catch-all" fund for items not accounted for in other funds, 
such as: 


= major and miscellaneous revenues, and 


=™ major and miscellaneous expenditures. 


1.4 Financial Statements 


The general fund and all other governmental funds produce the following fund financial statements: 


= Balance sheet (Current assets and deferred outflows = Current liabilities and deferred inflows + 
fund balance) 


= Statement of revenues, expenditures, and changes in fund balance 
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Progressive Township 
Balance Sheet 
General Fund 

As of December 31, Year 1 


Assets 
Cash 
Receivables 
Due from other funds 
Receivables from other governments 
Inventories 
Total assets 
Liabilities 
Accounts payable 
Due to other funds 
Payable to other governments 
Other liabilities 
Total liabilities 
Fund balances 
Nonspendable inventories 
Committed to: 
Sanitation 
Unassigned: 
General fund 
Total fund balances 
Total liabilities and fund balance 
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$ 800,000 
162,000 
450,000 
620,000 

55,000 

$ 2,087,000 


$ 250,000 
50,000 
65,000 


95,000 


$ 460,000 


$ 55,000 


45,000 


1,527,000 
1,627,000 
$2,087,000 


Module 3 


B5-33 


Governmental Funds and Financial Statements: Part 1 


Progressive Township 


BAR 5 


Statement of Revenues, Expenditures, and Changes in Fund Balance 


General Fund 


For the Year Ended December 31, Year 1 


Revenues 
Property taxes 
Fees and fines 
Interest earnings 
Total revenues 
Expenditures 
Current: 
General government 
Public safety 
Culture and recreation 
Other functional classifications 
Capital outlay 
Total expenditures 
Excess (deficiency) of revenues over expenditures 
Other financing sources (uses) 
Transfers in 
Transfers out 
Total other financing sources and uses 
Special item 
Proceeds from sale of land 
Net change in fund balances 
Fund balances—beginning 
Fund balances—ending 


B5-34 Module 3 © Becker Professional Education Corporation. All rights reserved. 


$1,620,000 
120,000 
55,000 
$1,795,000 


$ 450,000 
1,000,000 
80,000 
200,000 
25,000 
$1,755,000 
$ 40,000 


$ 85,000 


(14,000) 
$71,000 


$ 500,000 
611,000 
1,016,000 
$1,627,000 
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2 Special Revenue Fund 


Budget: Book on opposite side as control 
Revenue (special) fund Revenue—measurable and available 
Expenditures—all spending 
Modified accrual Activity: 
Assets—expenditured 


Debts—other financing sources 


Encumbrances: Commit funds for purchase orders 


Special revenue funds account for revenues and expenditures that are legally restricted or 
committed for specific purposes other than debt service or capital projects. The life of the 
special revenue fund may be limited or unlimited but resources are expendable. 


Examples of special revenue funds include: 
m Sales tax fund (e.g., to operate park and tourist facility) 
=m Gasoline tax fund (e.g., to operate and maintain streets) 
= Funds to account for specific fees 
e Special fees (e.g., to operate school programs) 
e Admission fees (e.g., to operate museums) 
e Parking fees (e.g., to operate traffic court) 
= Grant funds 
e State grants (state juvenile rehabilitation fund to operate a youth center) 


e Federal grant funds (federal financial assistance programs) 


2.1 Revenue Sources 


Special revenue funds account for revenues legally restricted for specific purposes and are often 
classified as either intergovernmental revenue or fees. Examples of intergovernmental revenues 
include specific taxes, shared taxes, and grants. 


2.2 Expenditure Types 


Special revenue fund expenditures include current operating expenditures (e.g., street 
maintenance) and capital outlays (e.g., highway construction—not special assessments). 


2.3. Unique Accounting Issues 


2.3.1 Expendable Trust Activities 


Expendable trust activities (e.g., scholarship and endowment funds) represent funding whose 
principal and income may be expended in the course of their designated operations so that they 
are depleted by the end of their designated lives. Expendable trust activity should be accounted 
for in a special revenue fund. 


= Character of Expenditures: Expendable trust activities may include capital outlay 
expenditures, depending on the character of the endowment. 
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= Donations: When a donation is received by an expendable trust, cash or current assets is 
debited and revenue is credited. Donations may be: 


e Donor/grantor restricted (principal and interest); or 


e Government restricted, such as assets used for illegal activities that are seized and 
surrendered to the government under various Forfeiture Acts. 


2.3.2. Grants 


When a grant is received, the recipient government monitors and/or determines eligibility. 
Revenues and expenditures are recognized equally based on payments of the grantor. 


Ve Pass Key 


The rule of thumb for use of the correct fund is: 
e Monitoring (administrative involvement) = Special revenue fund 


e Non-monitoring (no administrative involvement) = Custodial funds 


2.4 Financial Statements 


The following financial statement assumes a specific tax (a convention development tax), which 
is collected and remitted to the government through another government. The sample financial 
statements assume that revenues recorded in this fund have been pledged to debt payments 
and are largely transferred out to another fund to support those debt payments. 


Progressive Township 
Statement of Revenues, Expenditures, and Changes in Fund Balance 
Convention Development Tax 
For the Year Ended December 31, Year 1 


Revenues 
Intergovernmental $ 375,000 
Interest earnings 28,000 
Total revenues $ 403,000 
Expenditures 


Current: 
Culture and recreation $ 17,500 
Total expenditures 17,500 
Excess (deficiency) of revenues over expenditures $ 385,500 
Other financing sources (uses) 
Transfers out $(250,000) 
Total other financing sources and uses (250,000) 
Net change in fund balances 135,500 
Fund balances—beginning 48,500 
Fund balances—ending $ 184,000 
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3 ~=Debt Service Fund 


General fund Budget: Book on opposite side as control 
Revenue (special) fund Revenue—measurable and available 
And Expenditures—all spending 

: Modified accrual Activity: : 
Service (debt) fund Assets—expenditured 
Projects (capital) fund Debts—other financing sources 


Permanent fund Encumbrances: Not applicable* 


*Fund balance is entirely restricted for debt service. 


The debt service fund is created to account for the accumulation of resources (cash and 
investments) and the payment of currently due interest and principal on long-term general 
obligation debt (which is generally serial bond debt). 


The debt service fund pays off the debt of the GRaSPP funds, but does not pay off the debt of the 
SE-CIPPOE funds. 


Examples of debt service funds include: 

= Central City Development debt service fund 

= Community Redevelopment debt service fund 

= Convention Center Development bond debt service fund 
= General Revenue bond debt service fund 


3.1. Revenue and Other Financing Sources 


The debt service fund's resources for repayment of new debt are frequently derived from 
allocated portions of property taxes and transfers from other funds. Proceeds from bond issues to 
refund (refinance) debt are accounted for in debt service funds as other financing sources. 


Assume, independently of all other recorded transactions, that the general fund 
transferred $10,000 cash to the debt service fund. 


Journal entry to record interfund transfer from the general fund: 


Cash $10,000 


Interfund transfers (from the 
general fund) $10,000 


(continued) 
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(continued) 


Drawing from the example of the bond issuance for the construction of a new government 
building described in the next section (the capital projects fund), an $80,000 premium 
included in the bond proceeds was transferred to the debt service fund as required by the 
bond indenture. 


Journal entry to record interfund transfer from the capital projects fund: 


Cash $80,000 


Interfund transfers (from the 
capital projects fund) $80,000 


Interest revenue of $40,000 was transferred from the capital projects fund as required by 
the bond indenture (see the capital projects example below). 


Journal entry to record interfund transfer from the capital projects fund: 


Cash $40,000 


Interfund transfers (from the 
capital projects fund) $40,000 


Any income from the investment of resources is recorded as revenue, as follows: 


Cash $36,000 
Revenue—investment income $36,000 


3.2. Expenditure Types 


The debt service fund makes actual expenditures associated with the principal and interest on 
general obligation long-term debt. When the debt service (debt) payment is legally due, the debt 
service fund recognizes principal and interest as expenditures. Encumbrance accounts are not 
used in debt service funds. 


Assume that the semiannual interest payment associated with the bond issue is due 
($2,000,000 at 3% x 6/12). 


journal entry to record payment of interest: 


Expenditures $30,000 
Cash (or matured interest payable 
if the payment is past due) $30,000 
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When the face amount of the bonds is due, the debt service fund would make the entry 
below using the cash that had been transferred from other funds (many times, revenue has 
been pledged by a special revenue fund for this purpose). 


Journal entry to record the payment of principal on the bonds: 


Expenditures $250,000 


Cash (or matured bonds payable if 
the payment is past due) $250,000 


Principal and interest expenditures should be recorded when they are legally payable per the 
bond agreement. There is no profit motive and no need to apply the matching principle, so 
principal and interest are not accrued during the reporting period. 


3.3. Unique Accounting Issues 


3.3.1 Debt Service Fund Requirement 
= Legal Mandate 


Debt service funds are required only when legally mandated and/or when resources are 
being accumulated for general long-term debt principal and interest payments maturing in 
future years. 


= Repayment of Other Governmental Debt 


The general fund may pay interest and principal directly to the bondholders instead of 
directly to the debt service fund, unless the use of a debt service fund is mandated. The 
general fund may incur long-term debt under lease obligations that are either contracts 
that transfer ownership or leases other than short-term leases and contracts that transfer 
ownership (e.g., for copiers at city hall) and fully account for the principal and interest 
payments on that debt. 


3.3.2 Asset Balances 


The operations of this fund are similar to a commercial accounting "sinking fund," which buys 
investments, earns interest, and eventually pays off the debt with accumulated investments. 


3.3.3. Debt Balances 


The full face value (less current installments) of the general obligation debt is not reported in 
this fund. Debt service fund expenditures are only used to pay currently payable principal and 
interest (matured bonds/interest payable). 


The balance and interest payable in the debt service fund represent currently due installments 
only reported in the liabilities sections as matured bonds payable and matured interest payable. 
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City of M 
Debt Service Fund: Balance Sheet 
As of December 31, Year 3 


Assets 
Cash and cash equivalents 
Due from capital projects and other funds 
Investments 
Interest receivables on investments 
Total assets 
Liabilities 
Matured bonds payable 
Matured interest payable 
Total liabilities 
Fund balance 
Restricted debt service retirement 
Total liabilities and fund balance 
Note: There are no unrestricted fund balance accounts in the debt service fund. 


3.3.4 Closing Entries 


The debt service fund closing journal entry illustrated below assumes a budget with estimated 
revenues of $36,000, appropriations of $30,000, and a fund balance of $6,000 established at the 
beginning of the year. This entry is similar to that of the general fund shown previously except 
that there are no encumbrances. 


= Budget Is Closed at Year-End: Journal entry to close the budget (reverse for same amount): 


Budgetary control $ 6,000 
Appropriations control 30,000 
Estimated revenues control $36,000 


= Activity Is Closed at Year-End: /ournal entry to close activity for the actual amount: 


Interfund transfers from the capital 


projects fund $ 80,000 
Interfund transfers from the special 
revenue fund 250,000 
Interfund transfers from the capital 
projects fund 40,000 
Other revenues 36,000 
Fund balance, restricted for debt service $126,000 
Expenditures—interest 30,000 
Expenditures—principal 250,000 


=m Encumbrances: Encumbrances are not applicable and are therefore not closed at year-end. 
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3.3.5 Composition of Fund Balance 


Bond issue proceeds and transfers are temporary or nominal accounts that are closed to fund 
balance at year-end, consistent with other accounts reported in the funds operating statement. 
The fund balance consists of: 


Beginning restricted fund balance $ 439,000 
Revenue 36,000 
Expenditures—interest (30,000) 
Expenditures—principal (250,000) 

Subtotal 195,000 
Interfund transfer from capital projects fund—bond premium 80,000 
Interfund transfer from special revenue fund 250,000 
Interfund transfer from capital projects fund—interest income 40,000 

Ending restricted fund balance $ 565,000 


3.4 Financial Statements 
3.4.1. Balance Sheet 


The balance sheet displays the assets accumulated for the repayment of convention center 
bonds payable from convention development taxes recorded in the special revenue fund 
illustrated above. No currently payable debt is displayed. 


Progressive Township 
Balance Sheet 
Convention Center Bonds 
As of December 31, Year 1 


Assets 
Cash $505,000 
Receivables 125,000 
Due from other funds 60,000 
Total assets $690,000 
Liabilities 
Accounts payable 
Total liabilities 
Deferred Inflows Of Resources 
Unavailable revenues—special assessments 125,000 
Total deferred inflows of resources $125,000 
Fund Balances 
Restricted for: 
Debt service $565,000 
Total fund balances 565,000 


Total liabilities, deferred inflows of resources, and fund balances $690,000 
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3.4.2 Statement of Revenues, Expenditures, and Changes in Fund Balance 


The statement of revenues, expenditures, and changes in fund balance for a debt service fund 
typically includes investment income, expenditures for debt service and transfers from other 
funds to support debt service obligations. 


Progressive Township 
Statement of Revenues, Expenditures, and Changes in Fund Balance 
Convention Center Bonds 
For the Year Ended December 31, Year 1 


Revenues 
Interest earnings 
Total revenues 
Expenditures 
Debt service: 
Principal $ 250,000 
Interest and other charges 30,000 
Total expenditures 280,000 


Excess (deficiency) of revenues over expenditures $(244,000) 


Other financing sources (uses) 
Transfers in $ 370,000 
Total other financing sources and uses 370,000 
Net change in fund balances 126,000 
Fund balances—beginning 439,000 
Fund balances—ending $ 565,000 
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Governmental Funds and 
Financial Statements: Part 2 


1 Capital Projects Fund 


General fund Budget: Book on opposite side as control 

Revenue (special) fund Revenue—measurable and available 

And Expenditures—all spending 
Modified accrual Activity: 

Service (debt) fund Assets—expenditured 

Projects (capital) fund Debts—other financing sources 

Permanent fund Encumbrances: Commit funds for purchase orders 


Capital projects funds are established for the construction, purchase, or leasing of significant 
fixed assets [used by governmental funds (GRaSPP) only, not by proprietary or fiduciary fund 
(SE-CIPPOE)]. The life of the capital projects fund is short and is limited to a construction period 
of one to three years. 


Examples of capital projects funds include: 

= Convention center construction fund 

= Municipal stadium construction fund 

= County courthouse construction fund 

= Construction fund accounting for a special assessment project (such as streets and street 
lights benefiting only those certain property owners who will pay for them) 


1.1 Revenue and Other Financing Sources 


Capital projects funds are generally funded by bond proceeds that are to be used to complete 
a particular project. The project may also be purely funded by a transfer from another fund, 
specific tax revenues or capital grants. Investment earnings may also appear in this fund, 
although the disposition of those earnings may be either to retain them in the fund for the 
benefit of the project or to immediately transfer them to a debt service fund for the benefit of 
the bondholders. 


1.1.1. Investment Earnings 


Unexpended capital project resources are typically invested. Earnings recorded in the fund are 
then handled in a manner prescribed by law. 


1.1.2 Tax Revenue 


Tax revenue specifically identified for construction would be classified as tax revenue of a capital 
projects fund and recorded in a manner identical to tax revenue in the general fund. 
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1.1.3 Capital Grants 


Capital grants received in advance are often recorded as a liability and displayed as earned as 
they are expended (assuming no time restrictions). Government grants may be restricted and 
are reported as "revenue" when earned (e.g., grant money expended by recipient fund), or may 
be unrestricted, and recognized immediately. 


Journal entry to record unrestricted government grant: 


Cash $XXX 
Revenue $XXX 


Journal entry to record restricted government grants (revenue when spent): 


Cash $XXX 
Revenue collected in advance $XXX 


Journal entries to recognize revenue restricted (when spent) by a cost reimbursement contract: 


Expenditure $XXX 
Vouchers payable/cash $XXX 
And: 
Revenue collected in advance $XXX 
Revenue $XXX 


1.1.4 General Fund (or Special Revenue Fund) Interfund Transfers 
Journal entry to record a general or a special revenue fund interfund transfer: 


Cash (or due from "other" fund) $XXX 
Interfund transfers $XXX 


1.1.5 Special Assessments 


Special assessments are defined as taxes or fees levied against property owners who will directly 
benefit from the project (e.g., sidewalks and street lights). Accounting for special assessment 
transactions depends on the degree to which the governmental unit is responsible—or 
potentially liable for—debt often associated with the assessment. 


= Primarily or Potentially Liable 


When the governmental unit is primarily or potentially liable for the special assessment 
debt, the governmental unit should: 


e Account for the capital project and debt-related transactions through the appropriate 
governmental or proprietary fund. 


e When accounted for in a governmental fund, debt proceeds associated with special 
assessments for which the governmental unit is either primarily or potentially liable 
should be classified as "contribution from property owners" on the operating statement 
to distinguish it from bond proceeds. 


e Assets and liabilities should be reported in the government-wide financial statements 
under the governmental or business-type activities column as appropriate. 
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e Special assessment revenues, although technically a tax assessment, are displayed 
as program revenue on the government-wide financial statements because they 
specifically defray a particular cost. 


= Not Primarily or Potentially Liable 


When the governmental unit is not primarily or potentially liable and associated revenues do 
not qualify as revenues of the government (described in more detail in the presentation of 
fiduciary funds): 


e transactions should be reported in a custodial fund; and 


e assets and liabilities should be excluded from government-wide presentations. 


Pass Key 


When the governmental unit is not liable, a custodial fund will account for special assessments. 


1.1.6 Bond Issue Proceeds 


The amount of net bond issue proceeds is presented on the statement of revenues, expenditures, 
and changes in fund balances as "other financing sources." 


= Bond Premium or Discount 


Premiums and discounts associated with bond proceeds are included in other financing 
sources and uses and receive no additional accounting after the year in which they are 
received. There is no amortization of premiums and discounts. 


e Bond par value is separately displayed as bond proceeds (sources). 
e Bond premiums, if applicable, are separately displayed as a financing source. 
e Bond discounts, if applicable, are separately displayed as a financing use. 


e Other bond issue costs (bond costs, underwriting fees, etc.) are displayed as debt 
service expenditures when they are incurred. 


= Reconciling Items 


The treatment of bond issue proceeds as a resource inflow on fund financial statements 
(by virtue of using a measurement focus that does not recognize non-current items) creates 
reconciling items between the governmental fund and the government-wide financial 
statements. 
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ournal Entries 


Assume that a bond issue for $2,000,000 was authorized to build a new convention center 
(a general government building). The bond was issued for $2,080,000. Assume that the 
government has been directed to use the premium for the protection of the bondholders. 


Journal entry to record the bond proceeds in the capital projects fund: 


Cash $2,080,000 
Other financing sources—bond 
issue proceeds $2,000,000 
Other financing sources— 
premium on bonds 80,000 


If the sale of the bonds resulted in a premium, as above, the amount of the premium is 
immediately transferred to the debt service fund, which is used to account for interest and 
principal payments on the bonds. 


Journal entry to transfer the bond issue premium to the debt service fund: 


Interfund transfer (to debt service) $80,000 
Cash $80,000 


Note: If the bonds had been sold at a discount, either the project would have to be 
reduced by the amount of the discount or the funding shortfall could be transferred in 
from another source. 


If the project is delayed, the proceeds from the bond issue may be invested. Assume 
that the $2,000,000 is invested in a CD that earned $40,000. The earnings are usually 
transferred to the debt service fund. 


Journal entry to record investment in the CD: 


Investment in CD $2,000,000 
Cash $2,000,000 


Journal entry to record interest revenue earned on the investment: 


Cash $40,000 
Revenue—interest income $40,000 


Journal entry to record the transfer to the debt service fund: 
Interfund transfer (to the debt 
service fund) $40,000 
Cash $40,000 


The debt service fund would record entries for receipt of this money. 


Had the cost of the building been less than the amount provided, the balance would remain 
in the capital projects fund until proper authorization was enacted for its disposition. On 
the other hand, if the bond proceeds were completely exhausted before completion of the 
building, construction would have to cease until new appropriations could be authorized. 


B5-46 Module 4 © Becker Professional Education Corporation. All rights reserved. 


BAR 5 Governmental Funds and Financial Statements: Part 2 


1.2 Expenditure and Encumbrance Types 


Capital projects fund expenditures are usually entirely classified as capital outlay, one of the 

major character classifications (e.g., current, capital outlay, debt service, etc.). During construction, 
encumbrances are recorded as commitments are incurred. Vouchers are recorded when a liability 
is incurred and the expenditure is known. As vouchers are recorded, the encumbrance entry is 
reversed. Cash is credited and vouchers payable is debited as payments are made. 


Journal entry to record several contracts signed for construction: 


Encumbrances $1,100,000 
Budgetary control $1,100,000 


Journal entries for one completed contract approved for payment. 
To reverse the encumbrance for the same amount: 


Budgetary control $600,000 
Encumbrances $600,000 
To record purchased/constructed assets: 


Expenditures $600,000 
Vouchers payable (or cash) $600,000 


Pass Key 


Journal entry amount to report fixed assets in government-wide financial statements: 


Purchase Cost to buy 

Construction Cost to construct 

Lease obligations structured as P.V. lease payments 

contracts that transfer ownership 

Donated FV 

Forfeiture Lower of cost (to acquire) or market 
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1.3. Unique Accounting Issues 


1.3.1 Asset Balances 


The cumulative balance of the value of the constructed asset (inception to date construction in 
progress) is not displayed on the capital projects fund balance sheet. 


1.3.2 Liability Balances 
= Bond Liability 


Under the modified accrual basis of accounting, the bond liability is not recorded in the fund 
financial statements of the capital projects fund. The debt service fund is used to account 
for the accumulation of resources and the payment of currently due interest and principal 
on bonds related to capital projects funds. 


= Short-Term Borrowing (Other Financing Sources or Current Liabilities) 


Short-term borrowing might be necessary to start a project before either bond proceeds 
or other revenues are received. Often these borrowings are "bond anticipated notes" 
issued with the expectation that they will be repaid upon issuance of permanent long-term 
financing (bonds). Bond anticipation notes are generally accounted for as other financing 
sources, similar to the long-term debt that will replace it. 


Journal entry to record the short-term borrowing to be refinanced with long-term debt: 


Cash $XXX 


Other financing sources—debt 
proceeds $XXX 


Short-term financing to be repaid with taxes (tax anticipation notes, or TAN) or other 
revenues (revenue anticipation notes, or RAN) should be recorded as a current liability: 
Journal entry to record short-term borrowing to be repaid with revenue: 


Cash $XXX 


Tax or revenue anticipation note 
payable $XXX 


1.3.3 Closing Entries 


At the end of the period, three closing entries are required in the capital projects fund. Assume 
that the budget was $2,000,000, expended encumbrances were $500,000, and expenditures 
were $600,000 to illustrate year-end closings. 


= Budget Is Closed at Year-End 


Journal entry to close the budget (reverse for same amount): 


Appropriations $2,000,000 
Estimated other financing sources $2,000,000 
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= Actual Activity Is Closed at Year-End 


Journal entry to close activity (for the actual amount): 


Other financing sources—bond issue proceeds $2,000,000 


Investment revenue 40,000 
Other financing sources—bond premium 80,000 
Expenditures $ 600,000 
Interfund transfers (to debt service, 
investment revenue) 40,000 
Interfund transfer (to debt service, 
bond premium) 80,000 
Fund balance, restricted 1,400,000 


= Encumbrances Are Closed at Year-End 


Journal entry to close/reverse encumbrances for the same amount: 


Budgetary control $500,000 
Encumbrances $500,000 


Outstanding encumbrances at year-end should be carried forward as a component of 
fund balance. The entire amount of the capital projects fund is presumed to be restricted 
for capital outlay. Progressive Township would disclose the $500,000 encumbrance as 

a budgetary obligation of resources restricted for capital projects but would not show 
the encumbrance on the face of the financial statements or downgrade the constraint 
associated with the encumbrance from restricted to committed. 


1.3.4 Composition of Restricted Fund Balance 


Note that the restricted fund balance consists of: 


Beginning fund balance, restricted $ 100,000 
Proceeds from the bond issue 2,080,000 
Interest income 40,000 
Expenditures (600,000) 
Interfund transfer to debt service (120,000) 
Ending fund balance, restricted $1,500,000 
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1.4 Financial Statements 


The financial statements for the capital projects fund are similar to those already shown for 
the general fund. Accounts used by individual funds may differ. Some of the common capital 
projects accounts appear below. 


Progressive Township 
Balance Sheet 
Convention Center Construction 
As of December 31, Year 1 


Assets 
Cash $ 2,100,000 
Total assets 2,100,000 
Liabilities 
Accounts payable $ 600,000 
Total liabilities 600,000 
Fund balances 
Restricted for: 
Capital projects 1,500,000 
Total fund balances 1,500,000 
Total liabilities and fund balance $2,100,000 


Progressive Township 
Statement of Revenues, Expenditures, and Changes in Fund Balance 
Convention Center Construction 
For the Year Ended December 31, Year 1 


Revenues 
Interest earnings $ 40,000 
Total revenues 40,000 
Expenditures 
Capital outlay $ 600,000 
Total expenditures 600,000 
Excess (deficiency) of revenues over expenditures $ (560,000) 
Other financing sources (uses) 
Proceeds of long-term capital-related debt $2,080,000 
Transfers out (120,000) 
Total other financing sources and uses 1,960,000 
Net change in fund balances 1,400,000 
Fund balances—beginning 100,000 
Fund balances—ending $1,500,000 
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Va Pass Key 


The previous discussion described the accounting that Progressive Township would use to pledge 
tax revenues to the payment of debt service relative to bonds whose proceeds were used for 

the construction of a convention center. The following condensed financial statements show the 
relationship between the special revenue, debt service, and capital projects funds. 


Progressive Township 
Selected Statements of Revenues, Expenditures, and Changes in Fund Balance 
Convention Center Funding, Debt and Construction 
For the Year Ended December 31, Year 1 


Convention Convention Convention Total 
Development Center Center Governmental 
Tax Bonds Construction Funds 
Revenues 
Property taxes - - - - 
Fees and fines - - - - 
Intergovernmental $375,000 - = $ 375,000 
Charges for services = - - - 
Interest earnings 28,000 $ 36,000 $ 40,000 104,000 
Total revenues 403,000 36,000 40,000 479,000 
Expenditures 
Current: 


General government = = = “ 
Public safety = = = = 
Culture and recreation 17,500 - - 17,500 
Other functional classifications = = = = 


Debt service: 
Principal - 250,000 - 250,000 
Interest and other charges - 30,000 - 30,000 
Capital outlay - - 600,000 600,000 
Total expenditures 17,500 280,000 600,000 897,500 
Excess (deficiency) of revenues over 
expenditures 385,500 (244,000) (560,000) (418,500) 
Other financing sources (uses) 
Proceeds of long-term capital-related debt - - 2,080,000 2,080,000 
Transfers in - 370,000 - 370,000 
Transfers out (250,000) - (120,000) (370,000) 
Total other financing sources and uses (250,000) 370,000 1,960,000 2,080,000 
Net change in fund balances 135,500 126,000 1,400,000 1,661,500 
Fund balances—beginning 48,500 439,000 100,000 587,500 
Fund balances—ending $ 184,000 $ 565,000 $1,500,000 $2,249,000 


Examiners have frequently asked candidates not only about the journal entries related to multiple 
funds involved in a single initiative, but also about the manner in which those same transactions 
are displayed in the funds involved. Note the Special Revenue Fund has operating expenditures, the 
Debt Service Fund has debt service expenditures, and the Capital Projects Fund has capital outlay 
expenditures. Note also that other financing sources and uses include debt proceeds and transfers 
and that, among these various funds associated with this event, transfers in and out are equal. 
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2 Permanent Funds 


General func Budget: Book on opposite side as control 


Revenue—measurable and available 


Expenditures—all spending 


Modified accrual Activity: 
Assets—expenditured 
apital) fund Debts—other financing sources 
Permanent fund Encumbrances: Not applicable 


Permanent funds should be used to report resources that are legally restricted to the extent 
that only earnings, and not principal, may be used for the purposes that support the reporting 
government's programs (i.e., that is for the benefit of the public). 


A public cemetery perpetual-care fund is an example of a permanent fund. These funds are the 
equivalent of nonexpendable trusts and may also be used for endowments that are governed by 
a formal trust agreement with the donor. 


2.1 Revenue Sources 


Revenues may include investment earnings from the trust. 


2.2 Expenditure Types 


Expenditures related to the operating purpose of the fund (e.g., cemetery maintenance). 


Pass Key 


Two of the governmental funds (GRaSPP) do not record encumbrances: 
e Debt service fund 


e Permanent fund 


Pass Key 


The easy way to determine where public-restricted funds are recorded is: 


Special revenue fund Principal and interest 


Permanent fund Interest only 
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MODULE 


Proprietary Funds 
Financial Statements 


1 Internal Service Fund 


Service (internal) fund 


Enterprise fund Balance sheet—statement of net position 
Custodial Income statement—statement of revenues, expenses, and 
incencaeu Fullaccrual Changes in net position 


7 : : Statement of cash flows 
Private purpose trust 


Footnotes 


Pension and other 
employee benefit trust 


Internal service funds are established to finance and account for services and supplies provided 
exclusively to other departments within a government unit or to other governmental units, 
typically on a cost-reimbursement basis. 


Examples of internal service funds include: 
Central janitorial departments 

Central garages and motor pools 

Central printing and duplicating services 
Central purchasing and storage departments 
Central repair shops 


Central computer processing department 


Self-insurance 
1.1 Revenue Sources 


1.1.1 Restricted Grant Revenues 
Restricted grant revenues, if any, would be recognized as revenues in the year monies are spent. 


1.1.2 Operating Revenues 
Operating revenues, or billings for services provided, are recognized when earned. 


journal entry to record billings for services rendered to other funds: 


Cash (or due from other fund) $XXX 
CR Billings to other departments 
(operating revenue) $XXX 
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vel Pass Key 


Even though billing and collection for services is between funds, the transaction is not 
treated as an interfund transfer. The internal service fund records revenues, and the fund 
paying for services records an expenditure or expense in an equal amount. 


1.1.3 Nonoperating Revenues 
Nonoperating revenues, such as interest earnings, are segregated from operating revenues for 
financial statement display. 


1.2 Expense Types 


1.2.1 Operating Expenses 


Normal and customary operating expenses related to the delivery of services appear in the 
internal service funds. 


1.2.2 Nonoperating Expenses 
Nonoperating expenses, such as interest expense, are segregated from operating expenses for 
financial statement display. 


1.3. Unique Accounting Issues 


1.3.1 Establishing an Internal Service Fund 


= Internal service funds may be established by contributions from other funds or interfund 
transfers from other funds, such as the general fund or an enterprise fund. 


Journal entry to record interfund transfer (a nonreciprocal transfer): 
Cash $XXX 
Interfund transfer $XXX 
Journal entry to record contribution of assets to a new internal service fund from the general fund. 
Capital assets $XXX 
Contribution $XXX 


=m Sale of "general obligation bonds," or (most likely) lease obligations representing contracts 
that transfer ownership. 
Journal entry to record the sale of general obligation bonds: 
Cash $XXX 
Long-term bond payable $XXX 
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=m Long-term advances from other funds to be repaid from the earnings to the service 
(revolving) fund. 


journal entry to record a long-term payable to another fund: 


Cash $XXX 
Due to other fund $XXX 


1.4 Financial Statements 


1.4.1 Statement of Net Position 


The following is an example of the statement of net position provided to emphasize the 
presentation of non-current items in proprietary fund financial statements. Internal service 
funds also require presentation of a statement of revenues, expenses, and changes in net position, 
as well as a statement of cash flows. 


Progressive Township 
Statement of Net Position 
Central Reproduction 
As of December 31, Year 1 


Assets 
Current assets: 
Cash $ 50,000 
Receivables 25,000 
Due from other funds 50,000 
Due from other governments 7 
Inventories 35,000 
Total current assets 160,000 
Non-current assets: 
Restricted cash and cash equivalents 
Capital assets: 
Land 50,000 


Buildings and equipment 150,000 
Less: accumulated depreciation (40,000) 
Total non-current assets 160,000 
Total assets 320,000 


(continued) 
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(continued) 


Liabilities 
Current liabilities: 
Accounts payable 13,000 
Due to other funds - 
Compensated absences 16,000 
Claims and judgments - 
Bonds, notes, and loans payable 30,000 
Total current liabilities 59,000 
Non-current liabilities: 
Compensated absences 28,000 
Claims and judgments - 
Bonds, notes, and loans payable 70,000 
Total non-current liabilities 98,000 
Total liabilities 157,000 
Net Position 
Net investment in capital assets 60,000 
Restricted for debt services - 
Unrestricted 103,000 
Total net position $163,000 


1.4.2 Reconciling Item 


Internal service funds are frequently combined with governmental funds for purposes of 
displaying governmental activities in the government-wide financial statements, because they 
are often set up to primarily service the governmental funds of the government. Internal service 
fund net position and changes in net position are used as reconciling items between the total 
governmental funds and the government-wide financial statements. 
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2 Enterprise Fund 


Enterprise fund Balance sheet—Statement of net position 


Income statement—Statement of revenues, expenses, and 
Fullaccrual Changes in net position 


Statement of cash flows 


Footnotes 


Enterprise funds are used to account for operations that are financed and operated in a manner 
similar to private business enterprise. Activities are required to be reported as enterprise funds 
if any one of the following criteria are met: 


= The activity is financed with debt that is secured solely by a pledge of the net revenue from 
fees and charges. 


=m Laws and regulations require that the cost of providing services be recovered through fees. 
=m The pricing policies of the activity establish fees and charges designed to recover its costs. 
Examples of enterprise funds include: 
= Public utilities (water companies and electric companies) 
= Public hospitals (although governmental models may also be used) 
= Public universities (although governmental models may also be used) 
=m Other commercial activities, such as: 
e Public transportation systems 
e Airports 


e Public benefit corporations (e.g., a financing authority that makes publicly funded 
or regulated loans to promote development of public resources, such as low-cost 
housing, etc.) 


e Dock and wharf facilities 

e Off-street parking lots and garages 
e Public housing 

e Golf courses and swimming pools 


e Lotteries 


2.1 Revenue Sources 


Revenues for enterprise (and all proprietary funds) must be presented by a major source and 
distinguished between operating and nonoperating. Classification of transactions as operating 
or not should be consistent with transaction classification in the statement of cash flows. 
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2.1.1 Operating Revenues 


Operating revenues (and operating expenses) are defined by the main purposes of the fund. 
Examples of operating revenues include: 


=m Charges for services, such as the water and sewer billings of a public utility or the greens 
fees of a golf course 


=m Miscellaneous operating revenues 


2.1.2 Nonoperating Revenues 


Nonoperating revenues are earnings or non-exchange transactions (such as taxes and certain fees 
and charges) and interest. 


= Shared Revenues 


Shared revenues are revenues (e.g., from gasoline or sales taxes) collected by one 
government (e.g., state) and shared on a predetermined basis with another (e.g., local) 
government. They are nonoperating revenues of the enterprise fund. 


2.2 Expense Types 
2.2.1 Operating Expenses 


Operating expenses are generally classified by object, to include such major categories as personal 
services, utilities, and depreciation. 


2.2.2 Nonoperating Expenses 

Nonoperating expenses most commonly include interest expense. 

2.3. Unique Accounting Issues 

2.3.1 Reporting on the Statement of Revenues, Expenses, and Changes 
in Net Position 

=m Revenue Valuation 


Revenues are reported either net of discounts and allowance with appropriate disclosure of 
allowance amounts or reported gross with related discount or allowance amounts reported 
on the face of the financial statement. Bad debt expense is not recognized. 


= Contributed Capital 


Resources from capital contributions or additions to endowments are displayed separately 
after nonoperating revenues and expenses. Contributed capital often arises from 
contribution of capital assets from governmental funds to proprietary funds. Contributed 
capital is not shown on the face of the balance sheet. 


= Special and Extraordinary Items 


Special and extraordinary items are reported separately after nonoperating revenues 
and expenses (extraordinary items are a recognized reporting category in governmental 
financial statements). 


= Transfers 


Interfund transfers are displayed after contributions and special and extraordinary items. 
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Ved Pass Key 


In case you forget the order of presentation of line items on a proprietary fund statement 
of revenues, expenses, and changes in fund net position, remember INCASET and you'll be 
encased in knowledge: 


Income (operating) 

Nonoperating income and expense 
Capital contributions and 

Additions to endowments 

Special items (unusual or infrequent) 
Extraordinary items 

Transfers 


2.3.2 Establishing an Enterprise Fund 
= Capital Contributions 


Capital assets contributed to proprietary funds by governmental funds are recorded as 
capital contributions. Capital contributions will be reported as a separate category reported 
below the nonoperating revenue and expense section of the operating statement. 

Capital contributions are not identified as a separate component of net position. Capital 
contributions are not classified as transfers. 


Journal entry to record contributions (nonreciprocal interfund activity): 


Capital assets $XXX 
Capital contributions $XXX 


Equity transfers from other funds (e.g., transfers of financial assets recognized on the balance 
sheet of the contributing fund) would be recorded as interfund transfers. 


= Long-Term Debt (or Other Long-Term Financing Agreement, Such as a Lease Contract 
That Transfers Ownership) 


The enterprise fund will carry long-term debt, which is backed by the proprietary fund or 
paid with revenues. 


Journal entry to issue of "general obligation bond" to be paid from proprietary fund revenues: 


Cash $XXX 
Long-term bonds payable $XXX 


2.3.3. Municipal Landfills (the Dump) 


Municipal landfill accounting is governed by Accounting for Municipal Solid Waste Landfill Closure 
(MSWLF) and Postclosure Care Costs (GASB 18). 


GASB 18 refers to Environmental Protection Agency (EPA) rules and establishes standards of 
accounting and reporting for MSWLF closure and postclosure costs required to be incurred 
by federal, state, or local laws or regulations as a condition for the right to operate in the 
current period. 
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= Reporting and Disclosure: The estimated total current cost of MSWLF closure and 
postclosure care should be disclosed as "estimated total current cost of MSWLF closure and 
postclosure care to be recognized," regardless of their capital or operating nature or the 
effective date of the regulations requiring the care. 


= Cost Components: The estimated total current cost of MSWLF closure and postclosure care, 
based on applicable federal state or local laws or regulations, should include the: 


e Cost of equipment expected to be installed and facilities expected to be constructed 
near or after the date that the MSWLF stops accepting solid waste and during the 
postclosure period. This equipment should be limited to items that, once installed or 
constructed, will be exclusively used for the MSWLF. 


e Cost of a gas monitoring and collection system. 


e Cost of final cover (capping) expected to be applied near or after the date that the 
MSWLF stops accepting solid waste. 


e This estimate should be adjusted annually. Under proprietary fund reporting, a portion 
of this estimated cost is recognized as an expense and as a liability, based on usage, 
each period the MSWLF is operating. All costs are recognized as of the date of closure. 


= Equipment Purchases: Purchases of equipment anticipated by the liability accrual reduce 
the liability and do not increase assets. 


2.4 Financial Statements 
2.4.1 Statement of Net Position 


Progressive Township 
Statement of Net Position 
Water and Sewer Fund 
As of December 31, Year 1 


Assets 
Current assets: 
Cash $ 650,000 
Derivative instrument—rate swap 40,000 
Receivables 500,000 
Due from other governments 100,000 
Inventories 85,000 
Total current assets 1,375,000 
Non-current assets: 
Restricted cash and cash equivalents 750,000 
Capital assets: 
Land 700,000 
Buildings and equipment 1,800,000 
Less: accumulated depreciation (750,000) 
Total non-current assets 2,500,000 
Total assets 3,875,000 


(continued) 
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(continued) 


Deferred Outflows of Resources 
Accumulated decrease in fair value of hedging derivatives 
Total deferred outflows of resources 

Liabilities 

Current liabilities: 

Accounts payable 

Due to other funds 

Forward contract 

Compensated absences 

Bonds, notes, and loans payable 
Total current liabilities 

Non-current liabilities: 
Compensated absences 
Bonds, notes, and loans payable 

Total non-current liabilities 
Total liabilities 

Deferred Inflows of Resources 
Accumulated increase in fair value of hedging derivatives 
Total deferred inflows of resources 

Net Position 
Net investment in capital assets 
Restricted for debt service 
Unrestricted 

Total net position 


Proprietary Funds Financial Statements 


35,000 
35,000 


350,000 
450,000 
35,000 
75,000 
150,000 
1,060,000 


300,000 
1,300,000 
1,600,000 
2,660,000 


40,000 
40,000 


300,000 
750,000 
160,000 

$1,210,000 


2.4.2 Statement of Revenues, Expenses, and Changes in Fund Net Position 


Progressive Township 


Statement of Revenues, Expenses, and Changes in Net Position 


Water and Sewer Fund 


For the Year Ended December 31, Year 1 


Operating Revenues 


Charges for services 
Miscellaneous 
Total operating revenues 


(continued) 
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$1,500,000 
250,000 
1,750,000 
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Operating Expenses 
Personal services 
Contracted services 
Other operating expenses 
Insurance claims and expenses 
Depreciation expense 
Total operating expenses 
Operating income (loss) 
Nonoperating Revenues (Expenses) 
Interest and investment revenue 
Interest expense 
Total nonoperating revenue (expenses) 
Income (loss) before contributions and transfers 
Capital contributions 
Transfers 
Change in net position 
Total net position—beginning 
Total net position—ending 


2.4.3 Statement of Cash Flows 


Progressive Township 
Statement of Cash Flows 
Water and Sewer Fund 
For the Year Ended December 31, Year 1 


Cash Flows From Operating Activities 
Receipts from customers 
Payments to suppliers 


Payments to employees 
Internal activity—net payments (to) from other funds 
Net cash provided by operating activities 
Cash Flows From Noncapital Financing Activities 
Operating subsidies and transfers to other funds 


(continued) 
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975,000 
85,000 
300,000 
270,000 
1,630,000 
120,000 


60,000 
(100,000) 
(40,000) 

80,000 
300,000 
380,000 
830,000 


$1,210,000 


$1,510,000 
(334,000) 
(903,750) 
180,000 
452,250 
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(continued) 


Cash Flows From Capital and Related Financing Activities 
Proceeds from capital debt 800,000 
Capital contributions 300,000 
Purchases of capital assets (800,000) 
Principal paid on capital debt (97,500) 
Interest paid on capital debt (100,000) 
Net cash (used) by capital and related financing activities 102,500 

Cash Flows From Investing Activities 

Purchase of investments (250,000) 
Interest and dividends 60,000 
Net cash provided by investing activities (190,000) 
Net increase in cash and cash equivalents 364,750 
Balances—beginning of the year 285,250 
Balances—end of the year $ 650,000 


Reconciliation of Operating Income (Loss) 
to Net Cash Provided (Used) by Operating Activities 


Operating income (loss) $ 120,000 


Adjustments to reconcile operating income 
to net cash provided (used) by operating activities: 


Depreciation expense 270,000 
Changes in assets and liabilities: 

Receivables, net (240,000) 

Inventories (34,000) 

Accounts and other payables 302,500 

Accrued expenses 33,750 

Net cash provided by operating activities $ 452,250 
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Fiduciary Funds 
Financial Statements 


1 Fiduciary Funds—General 


Activities of a governmental entity that qualify for classification as a fiduciary activity must have 
all of the following characteristics. 


=m Assets associated with the activity are controlled by the government. 
e Government holds the assets; or 


e Government has the ability to direct the use of the asset for the benefit of specified or 
intended recipients. 


Va Pass Key 


Government control of the assets is not compromised by the presence of retractions 
(external restraints) that stipulate the asset can be used only for a specific purpose. 


= Assets associated with the activity are not derived from revenues that are generated by a 
government itself (also known as "own source" revenues). 


=m Assets associated with the activity must have one or more of the following characteristics. 

e The assets are: 
—administered through a trust which the government itself is not a beneficiary. 
— dedicated to providing benefits to recipients in accordance with benefit terms. 
—legally protected from the creditors of the government. 

e The assets are: 
—for the benefit of individuals. 
—not derived from the government's provision of services or goods to the beneficiaries. 


—the government does not have administrative involvement with the assets or direct 
financial involvement with the assets. 
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Administrative involvement includes such characteristics as: 


e Monitoring compliance with the requirements of the activity that are established by 
the government or by the resource provider that does not receive direct benefits of 
the activity. 


e Determination of eligible expenditures that are established by the government or by a 
resource provider that does not receive the direct benefits of the activity. 


e Has the ability to exercise discretion over how assets are allocated. 


Direct financial involvement by a government might include the government providing 
matching resources for the activity. 


Pass Key 


Fiduciary activities have the following general characteristics: 

e Assets are controlled by the government 

e Assets are not the government's "own-source" revenue 

e Assets are not subject to administrative involvement by the government 
Fiduciary activities are classified in one of four types of funds: 

© Custodial 

e Investment trust 

e Private purpose 


e Pension and other employee benefit 


2 Custodial Funds 


Service (internal) fund 


Enterprise fund bo 5 

i . Balance sheet—Statement of fiduciary net position 

ue Income statement—Statement of changes in fiduciary net position 
nvestment trust Full accrual : 

ae - Statement of cash flows—not applicable 
Private purpose trust Footnotes 


Pension and other 
employee benefit trust 
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A custodial fund generally collects cash to be held temporarily for an authorized recipient to 
whom it will be later disbursed. A custodial fund is used when activities are not required to be 
reported in pension trust funds, investment trust funds, or private purpose trust funds. 


Examples of custodial funds include: 
= Tax collection funds 
= Clearance funds 


= Special assessments 


2.1 Revenue Source Examples 


A government may report a single aggregated total for additions in which resources, upon 
receipt, are normally expected to be held for three months or less. Descriptions should define 
resource flows: 


=m Property taxes collected for other governments 


2.2 Expense-Type Examples 


A government may report a single aggregated total for deductions in which resources, upon 
receipt, are normally expected to be held for three months or less. Descriptions should define 
resource flows: 


= Property taxes distributed to other governments 
2.3. Unique Accounting Issues 


2.3.1. Tax Collection Funds 


Tax collection funds exist when one local government collects a tax for an overlapping 
governmental unit and remits the amount collected, less administrative charges, to the 
recipient unit. Examples include sales tax custodial funds, payroll withholding custodial funds, 
and real estate tax custodial funds. 


2.3.2 Clearance Funds 


Clearance funds are used to accumulate a variety of revenues from different sources and 
apportion them to various operating funds in accordance with a statutory formula or procedure. 


Examples of clearance funds, or cash conduit arrangements with no monitoring or 
administrative involvement, are: pass-through grants; food stamps; traffic citations; and 
alimony, child support, and other court-ordered payments. 


Ve Pass Key 


If a governmental unit has monitoring or similar administrative involvement, the special 
revenue fund is used. 
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2.3.3 Special Assessments 


When the governmental unit /s not otherwise obligated for the debt (i.e., not primarily or 
potentially liable), the receivables and debt service transaction are appropriately accounted for 
in the custodial fund. 


2.3.4 Custodial Fund Title 


The custodial fund is the only fiduciary fund type that excludes the word "trust" from the title. 


2.4 Financial Statements 


Custodial funds present a statement of fiduciary net position and a statement of changes in 
fiduciary net position. 


2.4.1 Statement of Fiduciary Net Position 


Assets and liabilities of custodial funds, often used to account for assets over which the 
government has temporary custody, are composed of amounts due from taxpayers and due to 
taxing authorities. 


Progressive Township 
Statement of Fiduciary Net Position 
Custodial Fund 
As of December 31, Year 1 


Assets 
Cash $ 50,000 
Receivables 
Taxes for other governments 200,000 
Total receivables 200,000 
Total assets 250,000 
Liabilities 
Due to local governments 143,000 
Total liabilities 143,000 
Net Position 
Restricted for 
Individuals, organizations, and other governments $107,000 
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2.4.2 Statement of Changes in Fiduciary Net Position 


The statement of changes in fiduciary net position are composed predominantly of receipts 
from taxpayers and payments to benefiting governments. 


Progressive Township 
Statement of Changes in Fiduciary Net Position 
Custodial Fund 
For the Year Ended December 31, Year 1 


Additions 
Tax collections for other governments $1,500,000 
Miscellaneous 15,000 
Total additions 1,515,000 
Deductions 
Administrative expenses 3,000 
Payments of tax collections to other governments 1,500,000 
Total deductions 1,503,000 
Change in net position 12,000 
Net position—beginning of the year 95,000 
Net position—end of the year $ 107,000 
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3s Investment Trust Funds 


Balance sheet—statement of fiduciary net position 
Full Income statement—statement of changes in fiduciary net position 
Investment trust , 
accrual — statement of cash flows—not required 


Footnotes 


A governmental entity that sponsors one or more external investment pools (sponsoring 
government) should report the external portion of each pool as a separate investment trust fund. 
3.1 Revenue (Addition) Sources 


Additions include contributions; net appreciation (or depreciation) of the fair value of the plan 
assets, including realized and unrealized gains and losses; and premiums and discounts on debt 
securities, which should not be amortized as part of investment income. 


3.2 Expense (Deduction) Types 


Deductions from net position include payments to beneficiaries and administrative expenses. 


3.3. Unique Accounting Issues 
= Reported Transactions 


Investment trust financial statements only report the investment assets of those entities 
using the investment trust's services that are external to the sponsoring government. If the 
government reporting the investment trust uses the investment trust to serve as trustee for 
its investments, the asset balances of the government are reported in the funds that own 
the investments. The government reporting the investment trust treats transactions with 
the trust as if it were an external party. 


= Asset Valuation 
For the most part, the plan's net assets (investments) are reported on a fair value basis. 


3.4 Financial Statements 


3.4.1 Statement of Fiduciary Net Position 


The statement of fiduciary net position is prepared on the accrual basis and reports the plan's 
assets, liabilities, and net position. The statement identifies the major assets of the plan. 
Reported liabilities should be subtracted from the total assets, and the difference reported as 
net position held in investment trust. 


3.4.2 Statement of Changes in Fiduciary Net Position 


The statement of changes in fiduciary net position reports the net increase or decrease in net plan 
position from the beginning of the year until the end of the year. 
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4 Private Purpose Trust Funds 


Balance sheet—statement of fiduciary net position 


Income statement—statement of changes in fiduciary 
Fullaccrual et position 


Private purpose trust Statement of cash flows—not required 


Footnotes 


The private purpose trust fund is the designated fund for reporting all other trust 
arrangements under which principal and income are for the benefit of specific individuals, 
private organizations, or other governments that are not classified as either pension or 
investment trusts. 


Examples of private purpose trusts include escheat property funds, retainage on construction 
contracts for the benefit of a contractor, and other trusts. The private purpose trust accounts 
for fiduciary transactions that relate to specific private, rather than general public, purposes 
other than: 


= public employee retirement systems; or 
=m investment pools held on behalf of other governments. 


4.1 Revenue (Addition) Sources 


Assume that the principal of a private purpose trust fund is invested and the income received is 
transferred to a private individual. 


= Private Purpose Trust 
Journal entry to record obligation to a private individual: 


Deduction $500 
Accounts payable $500 
Journal entry to record payment: 


Accounts payable $500 
Cash $500 


4.2 Expense (Deductions) Types 


= Expenses (Deductions): Expenses (deductions) relate to the specific purpose of the trust 
and may relate to benefits or administrative charges. 


= Capital Gains (Losses): Capital gains/losses are recorded as adjustments to income/expense. 
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4.3. Unique Accounting Issues 


Escheat property is property that reverts to a governmental entity in the absence of legal 
claimants or heirs at the time the estate is settled. Escheat property generally should be 
reported as an asset in the governmental or proprietary fund to which the property ultimately 
escheats. Escheat property held for individuals, private organizations, or other governments 
should be reported in a private purpose trust fund. 


Revenue is reduced and a fund liability is reported to the extent that property probably will be 
reclaimed. 


Ve Pass Key 


To determine the correct fund to account for restricted funds, use the following chart: 


Special revenue fund Public | Interest and principal (expendable) 
Permanent fund Public | Interest only (non-expendable) 
Private purpose fund Private | Interest and/or principal (expendable) 


5 Pension (and Other Employee Benefit) Trust Funds 


Balance sheet—statement of fiduciary net position 


Income statement—statement of changes 
Fullaccrual #0 fiduciary net position 


Statement of cash flows—not required 
Footnotes 


Pension and other 
employee benefit trust 


Pension (and other employee benefit) trust funds account for government sponsored defined 
benefit and defined contribution plans and other employee benefits such as postretirement 
health care benefits. 


5.1 Revenue (Addition) Sources 


5.1.1 Employer and Employee Contributions 


Resources received are credited to additions, and further described as either employer or 
employee contributions. Additions appear on the statement of changes in fiduciary net position. 
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Journal entry to record the receipt of money from other funds (additions, not revenue, nor "other 
financing sources"): 


Cash $XXX 


Additions: employer 
contribution—restricted $XXX 


5.1.2 Other Fund Contributing Money to the Pension Fund 
= Modified Accrual 


Journal entry of a GRaSPP fund, which uses modified accrual (expenditures, not "other uses," 
"transfers": 


Expenditures $XXX 
Cash $XXX 


= Full Accrual 
Journal entry of a SE-CIPPOE fund, which uses full accrual (expenses, not "transfers"): 


Expenses $XXX 
Cash $XXX 


5.1.3. Income From Investments 
Income from investments is recorded as an addition, in a manner similar to investment earnings 
in commercial financial statements. 


5.2 Expense (Deduction) Types 


Expenses of pension trust funds frequently include benefits payments, refunds, and 
administrative expense. 


5.3. Financial Statements 


Pension plan assets are generally measured using the accrual basis of accounting applied ona 
fair value basis, and pension benefit obligations should be recognized when due and payable. 


5.3.1 Statement of Fiduciary Net Position 


The statement of plan net position is prepared on an accrual basis and reports the plan's assets, 
liabilities, and net position. 


= Asset Valuation 


For the most part, the plan's net assets (investments) are reported on a fair value basis. This 
statement identifies the major assets of the plan. 


= Liabilities and Net Position Determination 


Reported liabilities should be subtracted from the total assets, and the difference should be 
reported as net position restricted for pension. This statement does not report the required 
actuarial liability. The pension liability is reported in the notes to the financial statements, 
and further described and analyzed in the required supplementary information. 
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Progressive Township 
Statement of Fiduciary Net Position 
Pension and Other Employee Benefit Trust Funds 
As of December 31, Year 1 


Assets 
Cash 
Receivables: 
Interest and dividends 
Other receivables 
Total receivables 
Investments at fair value: 
U.S. government obligations 
Corporate bonds 
Corporate stock 


$1,000,000 


70,000 
25,000 
__95,000 


1,000,000 
1,000,000 
2,000,000 


Total investments 4,000,000 
Total assets 5,095,000 
Liabilities 
Accounts payable 30,000 
Refunds payable and others 14,580 
Total liabilities 44,580 


Net position—restricted for pension $5,050,420 


Vers Pass Key 


The net pension liability and the change in the net pension liability are not included on the 
balance sheet of the pension fund financial statements. 


5.3.2 Statement of Changes in Fiduciary Net Position 


The statement of changes in fiduciary net position reports the net increase or decrease in net 
position from the beginning of the year until the end of the year. 


= Additions 


Additions to fiduciary net position include contributions received from employees and 
employers; net appreciation (or depreciation) of the fair value of the plan assets, including 
realized and unrealized gains and losses; and premiums and discounts on debt securities, 
which should not be amortized as part of investment income. 


= Deductions 


Deductions from fiduciary net position include pension benefit payments to retirees and 
beneficiaries and administrative expenses. 
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Progressive Township 
Statement of Changes in Fiduciary Net Position 
Pension and Other Employee Benefit Trust Funds 
For the Year Ended December 31, Year 1 


Additions 
Contributions: 
Employer 470,631 
Plan members 156,900 
Total contributions 627,531 
Investment earnings: 
Net increase (decrease) in fair value of investments 200,000 
Interest 130,000 
Dividends 60,000 
Total investment earnings 390,000 
Less: investment expense 40,000 
Net investment earnings 350,000 
Total additions 977,531 
Deductions 
Benefits 156,895 
Refunds of contributions 62,768 
Administrative expenses 4,896 
Total deductions 224,559 
Change in net position 752,972 
Net position—beginning of the year 4,297,448 
Net position—end of the year $5,050,420 


5.3.3 Statement of Cash Flows 


The statement of cash flows is not required. 


ye Pass Key 


The fiduciary and proprietary funds both use full accrual accounting. One significant 
difference between the fiduciary and proprietary funds involves the cash flow statement: 


e Fiduciary funds—cash flow statement is not required 
e Proprietary funds—cash flow statement is required 
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Matrix of Financial Statements Required for Various Funds 


Governmental Proprietary Fiduciary 
Ss P P E C I 


G 


a 
7.) 
vu 
vu 
ie} 
m 


General 

Revenue (special) 
Service (debt) 
Projects (capital) 
Permanent 
Service (internal) 
Enterprise 
Custodial 
Investment 
Private purpose 
Pension and other 
employee benefit 


Balance sheet 
© Current assets af 
© Current liabilities 
e Fund balance 


4 
\ 
\ 


Statement of net position 
© Assets 

© Liabilities 

© Net position 


Balance Sheet 


Statement of fiduciary net position 
e Assets 

© Liabilities 

e Net position 


Statement of revenues, expenditures, 
and changes in fund balance 


e Revenue Vivivivi|v 


© Expenditures 
© Other financing sources (uses) 


Statement of revenues, expenses, 

and changes in fund net position 

© Operating revenue ye ee 

© Operating expenses 

© Nonoperating revenue and 
expenses 


Income Statement 


Statement of changes in fiduciary 
net position 


e Additions MeN | a | ae 


e Deductions 


Statement of cash flows 
© Operating 

e Investing ele 
© Capital financing 

© Noncapital financing 


Full accrual | - Bean ans 
v |v 
e 
e 
e 


Cash Flows 


Modified accrual 
e Budget 
© Activity 
e Encumbrances 


eoe< 
eoe< 
< 
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Form and Content 


of the Annual Comprehensive 
Financial Report 


1 Governmental Financial Reporting Requirements 
of GASB 34 


1.1 Overview 


1.1.1 Governmental Reporting Standards 


The governmental reporting standards established by GASB 34 (as amended) require presentation 
of basic financial statements and required supplementary information. Basic financial statements 
are defined as government-wide financial statements, fund financial statements, and notes to 

the financial statements. Required and other supplementary information covers a wide range of 
data and presentations, including management's discussion and analysis, which precede the basic 
financial statements, and other schedules related to budget, pension, and infrastructure. 


1.1.2 Accountability 
Governmental reporting focuses on two important types of accountability: 
= Operational Accountability 


The focus of government-wide financial statements is to report the extent to which the government 
has met its operating objectives efficiently and effectively, using all resources available for that 
purpose, and the extent to which it can continue to meet its objectives for the future. 


= Fiscal Accountability 


The focus of the fund financial statements is to demonstrate that the government entity's 
actions in the current period have complied with public decisions concerning the raising and 
spending of public funds in the short-term (usually one budgetary cycle or one year). 


1.1.3 Integrated Approach 


The integrated approach requires financial accounting and disclosure to show operational 
and fiscal accountability individually and to show the relationship between operational and 
fiscal accountability through a reconciliation. Governmental financial reporting integrates 
complementary accountability objectives as follows: 


Management's discussion and analysis (MD&A) 


Fund financial 
statements 


Government-wide 
financial statements 


Notes to the financial statements 


Required supplementary information (other than MD&A) 
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= The integrated approach requires a reconciliation of the fund financial statements to the 
government-wide financial statements to link the accountability objectives of the two levels 
of reporting. 


e — This reconciliation may appear on the face of the fund financial statements or in the 
notes to the government-wide financial statements. 


e Note disclosures are used when summarized aggregated information does not fully 
disclose the relationship of operational and fiscal accountability. 


m= Major funds are the focus of the fund statements. 


e Generic fund-type summaries (e.g., all special revenue funds) do not, in and of 
themselves, provide useful information. 


e Major funds highlight the more significant components of governmental activities 
(e.g., a single sales tax fund). 


1.2 Required Reporting for General Purpose Governmental Units 


= Management's Discussion and Analysis (MD&A) 
e Required supplementary information. 
= Government-wide Financial Statements 
e Statement of net position 
e Statement of activities 
= Fund Financial Statements 
Major funds shown individually; nonmajor funds shown in total. 
e Governmental Funds 
— Balance sheet 
— Statement of revenues, expenditures, and changes in fund balances 
e Proprietary Funds 
— Statement of net position 
— Statement of revenues, expenses, and changes in fund net position 
— Statement of cash flows 
e Fiduciary Funds 
— Statement of fiduciary net position 
— Statement of changes in fiduciary net position 
= Notes to Financial Statements 


= Required Supplementary Information (RSI) Other Than Management's 
Discussion and Analysis 


e Pension 
— Sources of changes in net pension liability (last 10 years) 


—Information about the components of the net pension liability and related ratios 
(last 10 years) 
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e Budget 
— Budgetary comparison schedules 
e Infrastructure 
— Information about infrastructure (roads, bridges, etc.) 
— Assets for entities using the modified approach 
= Other Supplementary Information (Optional) 
e Combining statements for nonmajor funds 
e Variance between originally adopted and final amended budget 


e Variance between final amended budget and actual 


1.3. Annual Comprehensive Financial Report 


Governments often present an annual comprehensive financial report (ACFR). An ACFR is not a 
GAAP requirement; it is a presentation designed by the Government Finance Officers Association 
that adds an introductory section and a statistical section to the beginning and end of a GASB 34 
presentation, as follows: 


= Introductory Section (Unaudited) 
e Letter of transmittal 
e Organizational chart 
e — List of principal officers 
= Basic Financial Statements and Required Supplementary Information (Audited) 
e Management's discussion and analysis 
e  Government-wide financial statements 
e Fund financial statements 
e Notes to the financial statements 
e Required supplementary information 
= Statistical Section (Unaudited) 
e Ten years of selected financial data 
e Ten years of economic data (e.g., millage rates, appraised values) 
e Other data 
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Governmental Reporting Summary 


Fund Structure 


Fund Accounting 

© Basis of accounting 

© Measurement focus 

® Specialized accounting 


External Reporting 


© Accountability objective, 
government-wide 
reporting 


Governmental Funds Proprietary Funds Fiduciary Funds 
G R S P P Ss E C I P |POE 
=> 4 oD ~ 
8 S rs] a 5 
S = # c o #@ 
® s = £ 9 oc 
a te] 7 is o » Sf s0 
A) @ v c c o = © = ee See 
= o Zz re © = 2) s % 8&8 wo 
s o 2 = o = 3 £ o cf 
- © X fA = X = en 
5 o 5 — E 5 o 2» @ § We 
a FA a 2 oD a e 3 2 € &E 
U) 4 vn a o vn wi o £ aad 
Modified accrual Full accrual Full accrual 
Current financial resource Economic resources Economic resources 
No fixed assets or long-term debt | None None 
Budget/activity/encumbrances 


Government-wide Financial Statements 
Operational Accountability 


Classifications 

© Financial statements 
© Basis of accounting 
© Measurement focus 


Governmental Activities 
Balance sheet, income statement 
Full accrual 

Economic resources 


Government 
Activities 


Business-type 
Activities 
Balance sheet, income statement 
Full accrual 

Economic resources 


Fiduciary Funds 


Not reported 


External Reporting 


© Accountability objective, 
fund reporting 


Fund Financial Statements 


Fiscal Accountability 


Classifications 
© Accounting 
© Budgetary reporting 


© Specialized disclosures 


Major Funds 
Fund accounting 


Included in RSI (budget vs. actual + 
adopted vs. final) 


Reconciliation to government-wide 
financial statements 


Major Funds 
Fund accounting 
Not applicable 


Reconciliation to government- 
wide financial statements 


Fund Type 


Fund accounting 


Not applicable 


2 


The Financial Reporting Entity 


Generally, the financial reporting entity consists of the primary government (i.e., general 
purpose governmental units and certain special purpose governmental units) and organizations 
for which the primary government is financially accountable (i.e., component units). 
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2.1 General Purpose Governmental Units 


The focus of the government-wide financial statements should be on the primary government. 


Consider the following examples of general purpose governmental units: 
States Counties Towns Municipalities Villages 


The primary government consists of all organizations that make up the legal government entity. 
The primary government is considered the nucleus of the financial reporting entity. Primary 
government entities include: 


= State governments 
= General purpose local governments (e.g., a city or a county) 


= Special purpose local governments (e.g., a hospital authority or a school district—a 
governmental unit that has a single or special purpose) that meet all the following criteria: 


e Separately elected governing body 
e Legally separate 


e  Fiscally independent of other state and local governments 


Vie Pass Key 


Primary government reports by "ItSELF." 


2.2 Special Purpose Governmental Units 


Special purpose governmental units that are financially accountable to a primary government 
are not primary governments. Like any other government, they may be engaged in: 


= Governmental activities 
= Business-type activities 
m Fiduciary activities 
a 


Governmental and business-type activities 
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2.3. Component Unit 


A component unit of the primary government is usually an organization for which the elected 
officials of the primary government are financially accountable. It may also be an organization 
that by its nature and the significance of its relationship with the primary government cannot 
be excluded from the primary government's financial statements without making the primary 
government's financial statements misleading or incomplete. 


2.3.1 Blended Presentation 


Some component units are so intertwined with the primary government that they are, in 
substance, the same as the primary government. 


=m The blended method is used when any of the following circumstances is present (only one 
is required): 


e Aboard of the component unit is substantively the same as that of the primary 
government. 


e The component unit serves the primary government exclusively or almost exclusively. 
e The component unit is not a separate legal entity. 
=m Blended presentation includes the following features: 
e The blended presentation combines financial information with the primary government. 


e — Financial information of the component units is not presented in separate columns. 


2.3.2 Discrete Presentation (or Separate Presentation) 

Discrete presentation is used when the criteria for blended presentation are not met. 
=m Discrete presentation displays component units in separate columns. 

= Most component units should use discrete presentation. 


=m Financial statements of the reporting entity should provide an overview of the entity based 
on financial accountability. 


Pass Key 


If a component unit does not meet the requirements for blended presentation, it will be 
presented discretely. When working CPA Exam questions regarding component units, 
assume discrete presentation unless the fact pattern specifically provides evidence that the 
blended presentation criteria have been met. 
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The Financial Reporting Entity: Summary 


Does the entity 
meet the SELF 
test? 


Primary 
government 


Component 
unit 


Is the 

board of the 

primary government 
the same as the 
component unit? 


Or: 

Does the component 
unit serve the primary 
government exclusively? 
Or: 

Does the organization 


not qualify as a 
legal entity? 


Blended 
Rare 


Discrete 
Most often 
2.4 Reporting Not-for-Profit Entities as a Component Unit 


Not-for-profit organizations that provide ongoing support to a primary government or toa 


component unit of that primary government may also be a component unit of the primary 
government. Example transactions include: 


= Private foundations associated with state universities 


= Private foundations associated with public health care facilities 
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2.4.1 Criteria for Discrete Presentation 
Legally separate, tax-exempt organizations should be reported as a discrete (separate column) 
component unit if they meet all of the following criteria: 


= Resources held by the tax-exempt organization are for the near-exclusive benefit of the 
primary government (benefit standard). 

=m The primary government has access to a majority of the resources held by the tax-exempt 
organization (access standard). 


m Resources held by the tax-exempt organization are significant to the primary government 
(significance standard). 


2.4.2 Criteria for Other Component Unit Presentation 


Legally separate, tax-exempt organizations meeting the criteria of a financially integrated entity 
should be classified as a component unit of the primary government if their relationship to that 
government is so significant as to make the financial statements misleading without component 
unit treatment. 


Example 1 Not-for-Profit Component Unit 


Facts: State University Foundation Inc. was created as a private tax-exempt, not-for-profit 
organization to support State University, a governmentally organized and supported 
institute of higher learning. 


Required: State the criteria for State University Foundation Inc. to be displayed as a 
discretely reported component unit within the financial statements of State University. 


Solution: Classification of a private not-for-profit organization as a component unit of 
a governmental organization with discrete presentation does not require overlapping 
governance. 


Criteria for classification and presentation of a private not-for-profit organization as a 
discrete component unit of a primary government are all three of the following: 


e Benefit: The private organization must be for the near exclusive benefit of the primary 
government. 


e Access: The primary government must have access to the resources of the private 
not-for-profit organization. 


e Significance: Resources of the private not-for-profit organization must be significant to 
the primary government. 
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Financial Statements 


1 Overview 


anagement's discussion and analysis (MD&A) 


Government-wide financial statements Statement of net position 


Fund financial statements Statement of activities 


otes to financial statements 


Required supplementary information 


Other supplementary information 


Two statements are included in a set of government-wide financial statements: the statement 
of net position and the statement of activities. These statements aggregate information for 

all governmental and all business-type activities. GASB 34 requires the use of the economic 
resources measurement focus and the full accrual basis of accounting for both statements. 
Government-wide financial statements include all assets and liabilities over which a government 
has control or responsibility; therefore, fiduciary funds are excluded and the component units 
are included. 


2 Statement of Net Position (a Consolidated Statement) 


2.1 Net Position Format 


Governments are encouraged to report net position as the difference between assets plus 
deferred outflows of resources and liabilities plus deferred inflows of resources. 


Assets and deferred outflows of resources 


< Liabilities and deferred inflows of resources > 


Net position 
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Net position is divided into each of three components, as applicable. 


1. Net Investment in Capital Assets 


Net investment in capital assets consists of all capital assets, net of accumulated 
depreciation, reduced by the outstanding balances of bonds, mortgages, notes, or other 
borrowings that are attributable to the acquisition, construction, or improvement of 
those assets. Deferred outflows of resources and deferred inflows of resources that are 
attributable to these transactions should be included in this component. 


2. Restricted 
Restricted net position consists of restricted assets reduced by liabilities and deferred 
inflows of resources related to those assets. Restrictions are imposed by external (not 
internal) activity. 

3. Unrestricted 


Unrestricted net position includes the net amount of the assets, deferred outflows of 
resources, liabilities, and deferred inflows of resources that are not included in the 
determination of net investment in capital assets or the restricted component of net position. 


2.2. Treatment of Interfund Receivables and Payables 


Elimination of interfund activities within major activity categories (e.g., governmental or 
business-type activities) displayed for government-wide presentations should be prepared to 
avoid "grossing up" balances of assets and liabilities. 


= Interfund receivables and payables should be eliminated except for the net residual balances 
of amounts due and payable between governmental activities and business-type activities. 


= Receivables and payables to fiduciary funds should be treated like assets and liabilities 
derived from external sources. 


2.3. Internal Service Funds 


Internal service funds generally should be reported in the governmental activities column. 


Progressive Township 
Statement of Net Position 
As of December 31, Year 1 


Primary Government 


Governmental Business-type Component 
Activities Activities Total Units 


Assets 
Cash $4,055,000 $2,000,000 $ 6,055,000 $520,000 


Derivative instrument— 
rate swap = 40,000 40,000 


Receivables 1,065,000 670,000 1,735,000 
Internal balances 450,000 (450,000) - 
Inventories 96,000 127,500 223,500 
Capital assets 2,827,000 2,975,000 5,802,000 
Total assets $8,493,000 $5,362,500 $13,855,500 $520,000 


(continued) 
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(continued) 


Deferred Outflows of Resources 


Accumulated decrease in fair 
value of hedging derivatives 


Total deferred outflows of 
resources 35,000 35,000 


Liabilities 
Accounts payable 1,104,000 400,000 1,504,000 
Forward contract - 35,000 35,000 
Other liabilities 95,000 - 95,000 
Non-current liabilities: 
Due within one year 46,000 337,500 383,500 
Due in more than one year 3,518,000 2,750,000 _ 6,268,000 
Total liabilities 4,763,000 3,522,500 _ 8,285,500 
Deferred Inflows of Resources 


Accumulated increase in fair 
value of hedging derivatives 40,000 40,000 


Total deferred inflows of 
resources 40,000 40,000 


Net Position 
Net investment in capital assets 1,227,000 450,000 1,677,000 
Restricted for: 
Capital projects 1,574,000 - 1,574,000 
Debt service 723,000 1,200,000 1,923,000 
Unrestricted 206,000 185,000 391,000 390,000 
Total net position $3,730,000 $1,835,000 $5,565,000 $390,000 


35,000 35,000 


Ve Pass Key 


The government-wide financial statement includes all assets and liabilities over which a 
government has control or responsibility. It is important to note that: 


e Fiduciary funds (CIPPOE) are not included. 


© Component units are included. 
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3 Capital Assets: Capitalization and Depreciation 


3.1 Capitalization of Assets 


The GASB 34 reporting model requires that capital assets, including infrastructure assets, be 
included in the government-wide financial statements. 


3.1.1 Valuation 

The cost of capital assets should include all ancillary charges necessary to place the asset into its 
intended location and condition of intended use. 

3.1.2 Construction Period Interest 


Interest cost incurred before the end of a construction period is not included in the historical 
cost of a capital asset. Interest cost is reported as interest expense on the government-wide 
financial statements and the financial statements of funds using the economic resources 
measurement focus (SE-CIPPOE) and displayed as an expenditure on the financial statements 
using the current financial resources measurement focus (GRSPP). 


3.1.3 Infrastructure 


The term infrastructure asset refers to streets, bridges, gutters, and other assets of the government. 


Infrastructure assets should be recorded as general capital assets. They are only reported on the 
government-wide financial statements because of the incompatibility of recording these assets 
at the fund level with the governmental fund measurement focus and the fact that it would be 
difficult to allocate general assets to the individual funds. 


3.2 Required Approach 


All assets meeting capitalization requirements should be recorded and depreciated. 
Depreciation expense that can be specifically identified with a functional category should be 
included in the direct expenses of that function (e.g., depreciation expense on police cars would 
be classified as public safety). 


3.3. Modified Approach 


Infrastructure assets that are part of a network or subsystem of a network (hereafter referred to 
as eligible infrastructure assets) are not required to be depreciated, provided the features of its 
two requirements (described below) are met. 


Under the modified approach, ongoing infrastructure expenditures are typically reported as 
expenses unless the outlays result in additions or improvements, in which case they would 
be capitalized. 

3.3.1 Modified Approach Requirements 

Governments may use the modified approach if they meet the following two requirements: 
1. The Asset Management System Meets Certain Conditions 


e The government maintains an up-to-date inventory of eligible infrastructure assets 
(e.g., a map of roads, bridges, etc.). 

e Asummarized condition assessment (good, poor, etc.) of the eligible infrastructure 
assets is performed and the results use a measurement scale. 


e Each year, an estimate is made of the amount necessary to maintain and preserve the 
eligible infrastructure assets at the condition level established and disclosed by the 
government. 
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2. Documentation Includes Data on Asset Preservation 


e Acomplete condition assessment of eligible infrastructure assets must be performed in 
a consistent manner at least every three years. 


e Reasonable assurance that the results of the three most recently completed condition 
assessments support assertions that the eligible infrastructure assets are being presented 
at (or above) the condition level established and disclosed by the government. 


3.3.2 Modified Approach Reporting Requirements 


Two schedules must be presented as required supplementary information as derived from the 
asset management system and documentation: 


1. Aschedule reporting the condition of the government's infrastructure; and 


2. Acomparison schedule of needed and actual expenditures to maintain the government's 
infrastructure. 


3.3.3. Modified Approach Accounting Changes (Change in Estimates) 


A change from the depreciation (required approach) to the modified approach should be treated 
as a change in accounting estimate. 


A change from the modified approach to the depreciation approach should also be treated as a 
change in accounting estimate. 


3.4 Impairment 


Governments are required to determine whether impairment of an asset has occurred. Different 
types of impairment use different measurement techniques. Insurance recoveries are netted 
against the loss. 


= Physical Damage: Measured using the restoration cost approach. Loss is equal to the 
estimated cost to restore the asset. The loss value is used to write down historical cost. 


= Enactment of Laws or Obsolescence: Measured using the service units approach. The loss 
is estimated based on the productive units available before and after the impairment. Unit 
values are used to quantify the impairment write-off. 


= Asset Life (Duration) or Reduced Utility: Measured using the service units approach. 


3.5 Artwork and Historical Treasures 


AS a general rule, governments should capitalize works of art, historical treasures, and similar 
assets at their historical cost or fair value at date of donation (estimated if necessary), whether 
they are held as individual items or in a collection. 


Under certain circumstances, governments have the option not to capitalize works of art. 
Regardless of whether collection items are donated or purchased, governments may elect not to 
capitalize works of art when that collection meets all three of the following conditions: 


1. The collection is held for public exhibition, education, or research in furtherance of public 
service rather than financial gain. 


The collection is protected, kept unencumbered, cared for, and preserved. 


The collection is subject to an organizational policy that requires the proceeds from sales of 
collection items to be used to acquire other items for collections. 
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4 Statement of Activities 


Government-wide financial statements 
Statement of activities 


Revenue and expenses are reported on the government-wide statement of activities using 
the full accrual basis. This is a consolidated statement of all governmental and business-type 
activities. 


4.1. Program Approach 


The government-wide statement of activities uses a net program cost format that is not 
consistent with commercial accounting. The format provides cost information about the primary 
functions of the government and indicates each program's dependence on general revenues of 
the government. Total costs by function are compared to program revenue associated with each 
function to arrive at the net cost that must be defrayed by tax revenues. 


4.2 Functions/Programs 

The net expense or revenue for each function or program is classified into one of these categories: 
= Primary government governmental activities 

=m Primary government business-type activities 


= Component units 


4.3. Expenses 


Expenses are reported by function on the full accrual basis. This category represents expenses 
directly associated with each of the functions or programs listed. 


4.4 Program Revenue 


Program revenues are revenues directly associated with the function or program on the full 
accrual basis. 


m Exchange revenue is recognized when goods or services are transferred. Revenue 
recognition is similar to commercial business enterprises (e.g., fees). 


m Non-exchange revenue (GASB 33 Accounting and Financial Reporting for Non-exchange 
Transactions) involves transactions in which a government gives (or receives) value without 
directly receiving (or giving) equal value in exchange (e.g., grants). 
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4.5 Program Revenue Category Types 


= Charges for Services: Revenues based on exchange or exchange-like transactions, including: 


e Charges for services to customers or applicants who directly benefit from goods or 
services (e.g., water and sewer fees, licenses, building permits, special assessments, etc.) 


e Charges for services to other governments (e.g., charges to housing prisoners, etc.) 
e Fines and forfeitures 


= Operating Grants and Contributions: Mandatory and voluntary non-exchange 
transactions with other governments, organizations, or individuals restricted for use ina 
particular program. 


e Grant revenues in support of specific programs 


= Capital Grants and Contributions: Mandatory and voluntary non-exchange 
transactions with other governments, organizations, or individuals restricted for use ina 
particular program. 


e Grant revenues in support of specific capital programs 


4.6 Net (Expense) Revenue and Changes in Net Position 


The net expense or revenue is presented in three categories and a total column: 
= Primary government governmental activities column 
= Primary government business-type activities column 
= Total column (1 and 2) 
a 


Component unit column 


4.7. General Revenues 

General revenues are presented separately in the same three categories and a total column 

as above. General revenues include taxes, interest earnings, and other revenues that are not 
specifically associated with a functional expense. 

4.8 Special Items 

Special items are reported separately. Special items are unusual or infrequent (but not both) and 
are within the control of management. 

4.9 Change in Net Position 

The change in net position is computed by deducting the general revenues from net (expenses) 
revenues. The net difference is combined with beginning net position to arrive at ending 

net position. 

4.10 Eliminations 

Generally, internal transactions that artificially “double up" on activity should be eliminated. 

m= Interfund services, such as water and other utilities, should not be eliminated. 


= Internal activity associated with blended component units should be reclassified as 
interfund activity. 


m= Internal activity associated with discretely presented component units should be reported 
as external transactions. 
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4.11. Internal Service Funds 


Internal service fund activity generally should be reported in the governmental activities column. 


Pass Key 


The government-wide statement of activities is the operating statement of the government. 
e The basis of accounting is full accrual—identical to commercial accounting. 


e The net program cost format generally is not used in commercial accounting and reporting. 


Progressive Township 
Statement of Activities 
For the Year Ended December 31, Year 1 


Net (Expenses) Revenues 
Program Revenues and Changes in Net Position 


Primary Government 
Indirect Charges Operating Capital Business- 
Expense for Grants and Grants Governmental type Component 
Functions/Programs Expenses Allocation Services Contrib. and Contrib. = Activities Activities Total Units 
Primary government: 
Governmental 
activities: 
General 
government $ 555,000 $(50,000) $ 215,000 (290,000) -$ (290,000) 
Public safety 1,025,000 35,000 78,000 (982,000) - (982,000) 
Culture and 
recreation 107,500 10,000 (117,500) - (117,500) 
Other functional 
classifications 1,947,000 5,000 $1,260,000 (692,000) - (692,000) 
Interest on long- 
term debt 246,000 125,000 (121,000) - (121,000) 
Total governmental 
activities 3,880,500 418,000 _ 1,260,000 (2,202,500) = (2,202,500) 
Business-type 
activities: 
Water 692,000 700,000 - 8,000 8,000 
Sewer 1,038,000 1,050,000 $300,000 312,000 312,000 
Parking facilities | 465,000 650,000 - 185,000 185,000 
Total business-type 
activities 2,195,000 2,400,000 300,000 505,000 __ 505,000 
Total primary — 
government $6,075,500 $2,818,000 $1,260,000 $300,000 (2,202,500) 505,000 (1,697,500) 
Component units: 
Landfill 300,000 500,000 $200,000 
Public school system 1,000,000 100,000 (900,000) 
Total component 
units $1,300,000 - $ 600,000 $(700,000) 


General revenues 
Taxes: 
Property taxes—levied for general purposes 1,620,000 - 1,620,000 1,000,000 
Franchise taxes 735,000 - 735,000 
Investment earnings 205,000 60,000 265,000 
Special item—gain on sale of governmental capital property 425,000 - 425,000 
Transfers 12,000 (12,000) - 
Total general revenues, special items, and transfers 2,997,000 48,000 3,045,000 1,000,000 
Change in net position 794,500 553,000 1,347,500 300,000 
Net position—beginning 2,935,500 1,282,000 4,217,500 90,000 
Net position—ending $3,730,000 $1,835,000 $5,565,000 $ 390,000 
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Pass Key 
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NOTES 
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1 ‘Fund Financial Statements 


Financial statements are required for the governmental, proprietary, and fiduciary funds. Fund 
financial statements are presented by major fund rather than by fund type. Reporting by major 
fund provides more meaningful information. 


1.1. Major Fund Rules 


Major funds are specifically defined as follows: A major fund must meet the 10 percent criteria 
within its category and also meet the 5 percent criteria associated with both categories. Both 
rules must be met. 


1.1.1 10 Percent Test 


To meet the 10 percent test, the individual GRSPP funds are individually compared with the total 
of all governmental funds, and the enterprise funds are individually compared with the total of 
all enterprise funds. 


A fund may be a major fund if it has 10 percent or more of the corresponding total revenues, 
expenditures/expenses, assets and deferred outflows of resources, or liabilities and deferred 
inflows of resources of: 


= All governmental funds 
Or: 


= All enterprise funds 


1.1.2 5 Percent Test 


To meet the 5 percent test, the GRSPP funds are individually compared with the total of all the 
governmental funds and enterprise funds and each enterprise fund is individually compared 
with the total of all enterprise funds and governmental funds to meet the 5 percent test. 


A fund is a major fund if it meets the 10 percent test and also has 5 percent or more of revenues, 
expenditures/expenses, assets and deferred outflows of resources, or liabilities and deferred 
inflows of resources of: 


= All governmental funds 
And: 


m= Allenterprise funds 
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1.1.3. Other Major Fund Considerations 


= Government officials may elect to report a fund as major if they believe that the public 
interest is served by the reporting, regardless of the quantitative criteria. 


= The general fund is always considered a major fund. 


= Internal service funds are not considered in the evaluation of major and nonmajor funds. 
The only proprietary funds used in the determination of major and nonmajor funds are the 
enterprise funds. 


m= Extraordinary items and transfers are not considered in major fund determinations. 


ve Pass Key 


When determining whether a fund qualifies as a major fund, remember: 


° Aggregate fund balance/equity is not used in either test. 
e The general fund will always be a major fund. 


e Internal service funds will not be considered in the evaluation of major and nonmajor funds. 
2 Governmental Funds 
2.1 Balance Sheet 


fanac : fier jeciay ana aiwe Balance Sheet 
’ BE MENLS CISCUSSION And a SIS Governmental aoe 
Bou) funds aed a 


Je financial statement 
et POSITION (Dalance SNeet) 


Fund financial statements 


: mens in f netc 
Statemer of fic UCclal et posit JI 
Other supplementary informatior Fiduciary funds : 2 7 
Statement of changes in fi i net positior 


Governmental funds should present financial position in a balance sheet format that displays 
assets plus deferred outflows of resources equal to liabilities plus deferred inflows of resources 
plus fund balance. 
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Progressive Township 
Balance Sheet 
Governmental Funds 


As of December 31, Year 1 
Other Total 


Governmental Governmental 
Funds Funds 


Convention Convention Convention 
HUD Development Center Center 
Programs Tax Bonds Construction 


General 
Fund 


Assets 
Cash $ 800,000 $80,000 $250,000 


162,000 - - 


$505,000 $2,100,000 $270,000 
125,000 - - 


$4,005,000 
287,000 
510,000 


Receivables 


Due from other funds 450,000 - - 60,000 - - 


Receivables from other 


governments 620,000 - 50,000 - 
55,000 - - - 


$2,087,000 $80,000 


58,000 
31,000 
$359,000 


728,000 
86,000 
$5,616,000 


Inventories 


Total assets $300,000 $690,000 $2,100,000 


Liabilities 


Accounts payable $ 250,000 $20,000 $ 56,000 $ 600,000 $100,000 
50,000 60,000 = 2 
65,000 2 = a 

95,000 — —— Soe ——— 


460,000 


$1,026,000 
110,000 
65,000 
95,000 
1,296,000 


Due to other funds 
Payable to other governments 
Other liabilities 


Total liabilities 116,000 600,000 100,000 


Deferred Inflows 
of Resources 


Unavailable revenues— 


special assessments $125,000 125,000 


Total deferred inflows 


of resources 125,000 125,000 
Fund Balances 


Nonspendable Inventories 31,000 86,000 
Restricted for: 
Debt service 565,000 - 


1,500,000 


158,000 
74,000 


723,000 
Capital projects - 1,574,000 


Committed to: 


Urban renewal 

Sanitation 
Assigned: 

Special revenue funds 
Unassigned: 

General fund 

Special revenue funds 
Total fund balances 


Total liabilities, deferred 
inflows of resources, 
and fund balances 


(continued) 


45,000 


1,527,000 


1,627,000 


$2,087,000 


184,000 


184,000 


$300,000 


565,000 


$690,000 


1,500,000 


$2,100,000 


244,000 
45,000 


11,000 
- 1,527,000 


(15,000) (15,000) 
259,000 4,195,000 


$359,000 $5,616,000 
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2.2 Statement of Revenues, Expenditures, and Changes in Fund Balance 


Balance shee 


Mar nent's discussion and analysis Governmental ' 
(MD funds Statement of revenues, expenditures, 
and changes in fund balance 
Government-wide financial statements 
Fund financial statements . 
Pr prietat funds - 
Jotes to financial statements 
Required supplementary information 
Other supplementary information Fiduciary tunds yn 


Progressive Township 
Statement of Revenues, Expenditures, and Changes in Fund Balances 
Governmental Funds 
For the Year Ended December 31, Year 1 


Convention Convention Convention Other Total 
General HUD Development Center Center Governmental Governmental 
Fund _ Programs Tax Bonds __ Construction Funds Funds 


Revenues 
Property taxes $1,620,000 - - - - - $1,620,000 
Fees and fines 120,000 - - - - - 120,000 
Intergovernmental $960,000 $ 375,000 - - $ 660,000 1,995,000 
Charges for services - - - - - 78,000 78,000 
Interest earnings 55,000 - 28,000 $ 36,000 $ 40,000 40,000 199,000 
Total revenues 1,795,000 960,000 403,000 36,000 40,000 778,000 4,012,000 


Expenditures 


Current: 


General government 450,000 450,000 
Public safety 1,000,000 1,000,000 


Culture and 
recreation 80,000 97,500 


Other functional 
classifications 200,000 940,000 757,000 1,897,000 


Debt service: 


Principal 250,000 110,000 360,000 


Interest and 
other charges - - 30,000 - 211,000 241,000 


Capital outlay 25,000 - - 600,000 162,000 787,000 
Total expenditures _1,755,000 _940,000 280,000 600,000 1,240,000 4,832,500 


Excess (deficiency) 
of revenues over 
expenditures 20,000 385,500 (244,000) (560,000) (462,000) (820,500) 


(continued) 
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(continued) 


Other Financing Sources 
(Uses) 


Proceeds of long-term 
capital-related debt - - - 2,080,000 - 2,080,000 


Transfers in 85,000 - 370,000 - 66,000 521,000 


Transfers out (14,000) (250,000) - (120,000) (125,000) (509,000) 


Total other financing 
sources and uses 71,000 (250,000) 370,000 1,960,000 (59,000) 2,092,000 


Special Item 


Proceeds from sale 
of land 500,000 500,000 


Net change in fund 
balances 611,000 20,000 135,500 126,000 1,400,000 (521,000) 1,771,500 


Fund balances— 
beginning 1,016,000 40,000 48,500 439,000 100,000 780,000 2,423,500 


Fund balance—ending $1,627,000 $ 60,000 $ 184,000 $ 565,000 $1,500,000 $ 259,000 $4,195,000 


3 Proprietary Funds 


3.1 Statement of Net Position 


Government-wide financial statements 
Statement of net position (balance sheet) 
Fund financial statements - eas 


Ss, expenses, and changes 
Notes to financial statements 


Required supplementary information 


Other supplementary informatior 


Proprietary funds are encouraged to report net position as the difference between assets plus 
deferred outflows of resources and liabilities plus deferred inflows of resources (similar to the 
government-wide statement of net position). Proprietary funds can also use a balance sheet 
format [(Assets + Deferred outflows of resources) = (Liabilities + Deferred inflows of resources) 
+ Net position]. 
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Progressive Township 
Statement of Net Position 
Proprietary Funds 
As of December 31, Year 1 


Business-Type Activities Governmental 
Enterprise Funds Activities 


Waterand Parking Internal 
Sewer Facilities Totals Service Funds 


Assets 
Current assets: 
Cash $ 650,000 $ 150,000 $ 800,000 $ 50,000 
Derivative instrument—rate swap 40,000 - 40,000 - 
Receivables 500,000 20,000 520,000 25,000 
Due from other governments 100,000 50,000 150,000 50,000 
Inventories 85,000 42,500 127,500 35,000 
Total current assets 1,375,000 262,500 —_ 1,637,500 160,000 
Non-current assets: 


Restricted cash and cash 
equivalents 750,000 450,000 1,200,000 


Capital assets: 
Land 700,000 400,000 1,100,000 $ 50,000 
Buildings and equipment 1,800,000 1,200,000 3,000,000 150,000 
Less: accumulated depreciation _ (750,000) (375,000) (1,125,000) (40,000) 
Total non-current assets 2,500,000 1,675,000 4,175,000 160,000 
Total assets 3,875,000 1,937,500 —_5,812,500 320,000 


Deferred Outflows of 
Resources 


Accumulated decrease in fair 
value of hedging derivatives 


Total deferred outflows of 
resources 


(continued) 
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(continued) 
Liabilities 
Current liabilities: 
Accounts payable 350,000 50,000 400,000 13,000 
Due to other funds 450,000 - 450,000 - 
Forward contract 35,000 - 35,000 - 
Compensated absences 75,000 37,500 112,500 16,000 
Claims and judgments - - - - 
Bonds, notes, and loans payable 150,000 75,000 225,000 30,000 
Total current liabilities 1,060,000 162,500 _ 1,222,500 59,000 
Non-current liabilities: 
Compensated absences 300,000 150,000 450,000 28,000 
Claims and judgments - - - - 
Bonds, notes, and loans payable 1,300,000 1,000,000 2,300,000 70,000 
Total non-current liabilities 1,600,000 1,150,000 2,750,000 98,000 
Total liabilities 2,660,000 1,312,500 — 3,972,500 157,000 
Deferred Inflows of Resources 


Accumulated increase in fair value 
of hedging derivatives 40,000 40,000 


Total deferred inflows of 
resources 40,000 40,000 


Net Position 
Net investment in capital assets 300,000 150,000 450,000 60,000 
Restricted for debt service 750,000 450,000 1,200,000 - 
Unrestricted 160,000 25,000 185,000 103,000 
Total net position $1,210,000 $ 625,000 $1,835,000 $163,000 


3.2 Statement of Revenues, Expenses, and Changes 
in Fund Net Position 


E 18 snee 

Management's discussion and analys Governmenta Balance sheet 

(MD&A) funds Statement of revenues, expenditures 
and changes in fund balance 


Government-wide financial statement 
Statement of net position (balance sheet) 


Fund financial statements Statement of revenues, expenses, 


Propecrary tunids and changes in fund net position 


nancial statements 


Statement of cash flows 
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Progressive Township 

Statement of Revenues, Expenses, and Changes in Fund Net Position 
Proprietary Funds 

For the Year Ended December 31, Year 1 


Business-Type Activities 
Enterprise Funds 


BAR 5 


Governmental 
Activities 


Water and 
Sewer 


Parking 
Facilities 


Totals 


Internal 
Service Funds 


Operating revenues 
Charges for services 
Miscellaneous 
Total operating revenues 
Operating expenses 
Personal services 
Contracted services 


$1,500,000 
250,000 
1,750,000 


975,000 

85,000 
Other operating expenses 300,000 
Insurance claims and expenses - 
Depreciation expense 270,000 
1,630,000 


ae 


120,000 


Total operating expenses 
Operating income (loss) 
Nonoperating revenues (expenses) 


Interest and investment revenue 60,000 


(100,000) 


Interest expense 


Total nonoperating revenue 
(expenses) 


Income (loss) before 
contributions and 
transfers 80,000 


Capital contributions 300,000 
Transfers - 
380,000 
830,000 
$1,210,000 


(40,000) 


Change in net position 
Total net position—beginning 
Total net position—ending 


$600,000 
50,000 
650,000 


150,000 
35,000 
30,000 

200,000 

415,000 

235,000 


(50,000) 


(50,000) 


185,000 


(12,000) 
173,000 
452,000 

$625,000 


$2,100,000 
__ 300,000 
2,400,000 


1,125,000 
120,000 
330,000 
470,000 

2,045,000 

__ 355,000 


60,000 
(150,000) 


(90,000) 


265,000 
300,000 
(12,000) 
553,000 
1,282,000 
$1,835,000 


$ 95,000 


95,000 


55,000 
5,000 
10,000 


26,000 


26,000 
137,000 
$163,000 
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3.3. Statement of Cash Flows 


Fund financial statements Fal 
Proprietary funds Pe 


Statement of cash flows 


The proprietary funds statement of cash flows is similar to the commercial statement of cash 
flows, with the following seven differences: 


1. The direct method is required (indirect method is not permitted). 


2. Areconciliation of operating income (not net income) to net cash provided by operations 
is required. 


3. There are four categories (instead of the three categories in commercial accounting): 
e Operating activities 
e Capital and related financing activities 
e Noncapital financing activities 
e — Investing activities 


4. The order of financing and investing activities categories are reversed. Governmental 
entities present the financing categories before investing. Commercial entities present the 
investing category before financing. 


Interest income/cash receipts are reported as investing activities (not as operating activities). 
Interest expense/cash payments are either: 

e Capital and related financing; or 

e Noncapital financing. 


7. Capital asset purchases are reported as financing activities (not as investing activities). 


Pass Key 


The reconciliation of operating income to net cash provided by operations includes 
depreciation and changes in current assets and liabilities, but does not include adjustments 
for gains and losses because gains and losses and nonoperating items are not included in 
operating income. 
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3.3.1 Operating Activities 

Proprietary fund operating activities include: 

= Cash inflows from sales of goods and services 

= Cash outflows to suppliers or employees 

= Cash inflows from interfund reimbursements and exchanges including payments in lieu of taxes 
= Cash transactions not meeting the definition of the other categories 


3.3.2 Investing Activities 
Proprietary fund investing activities include: 
= Cash inflows and outflows associated with loans to others (including interest income) 


= Cash inflows and outflows associated with equity transactions 


3.3.3. Capital and Related Financing Activities 
= Capital and related financing activities include: 
e Cash flows from issuing debt associated with capital assets (including interest expense) 
e Cash inflows from capital grants 
e Cash inflows from contribution activity associated with capital assets 
e Cash activity related to special assessments associated with capital assets 


3.3.4 Noncapital Financing Activities 
= Noncapital financing activities include: 
e Cash flows from issuing debt for noncapital purposes (including interest expense) 
e Cash receipts from grants or subsidies 
e Cash received from property taxes (not restricted for capital use) 
e Operating transfers 


Progressive Township 
Statement of Cash Flows 
Proprietary Funds 
For the Year Ended December 31, Year 1 


Business-Type Activities Governmental 
Enterprise Funds Activities 


Water and Parking Internal Service 
Sewer Facilities Totals Funds 


Cash Flows From Operating Activities 


Receipts from customers $1,510,000 $755,000 $2,265,000 $ 65,000 
Payments to suppliers (334,000) (167,000) (501,000) (24,000) 
Payments to employees (903,750) (451,875) (1,355,625) (48,250) 


Internal activity—net payments (to) 
from other funds 180,000 90,000 270,000 


Net cash provided by operating 
activities 452,250 226,125 678,375 


(continued) 
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(continued) 


Cash Flows From Noncapital 

Financing Activities 
Operating subsidies and transfers to 

other funds (12,000) (12,000) 
Cash Flows From Capital and Related 

Financing Activities 
Proceeds from capital debt 800,000 400,000 1,200,000 72,900 
Capital contributions 300,000 - 300,000 - 
Purchases of capital assets (800,000) (400,000) (1,200,000) (72,900) 
Principal paid on capital debt (97,500) (48,750) (146,250) (37,900) 
Interest paid on capital debt (100,000) (50,000) (150,000) (5,000) 


Net cash provided (used) by capital 
and related financing activities 102,500 (98,750) 3,750 (42,900) 


Cash Flows From Investing Activities 


Purchase of investments (250,000) (125,000) (375,000) - 
Interest and dividends 60,000 30,000 90,000 6,000 


Net cash provided by investing 
activities (190,000) (95,000) (285,000) 6,000 


Net increase (decrease) in cash 
and cash equivalents 364,750 20,375 385,125 (44,150) 


Balances—beginning of the year 285,250 129,625 414,875 94,150 
Balances—end of the year $ 650,000 $150,000 $ 800,000 $ 50,000 


Reconciliation of Operating Income 
(Loss) to Net Cash Provided (Used) 
by Operating Activities 
Operating income (loss) $120,000 $235,000 $355,000 
Adjustments to reconcile operating 
income to net cash provided (used) 
by operating activities: 
Depreciation expense 270,000 200,000 470,000 
Change in assets and liabilities: 
Receivables, net (240,000) (180,000) (420,000) (30,000) 
Inventories (34,000) (17,000) (51,000) (14,000) 
Accounts and other payables 302,500 75,625 378,125 11,750 
Accrued expenses 33,750 (87,500) (53,750) - 


Net cash provided by operating 
activities $ 452,250 $226,125 $678,375 $ (7,250) 


© Becker Professional Education Corporation. All rights reserved. Module 9 B5-105 


Fund Financial Statements BAR 5 


4 Fiduciary Funds 


Government-wide financial statements 


Fund financial statements 


otes to financial statements 


Required supplementary information 


Other supplementary information 


Fae es Statement of fiduciary net position 
Fiduciary funds ; 


Statement of changes in fiduciary net positior 


Fiduciary funds are required to report net position as the difference between assets plus 
deferred outflows of resources and liabilities plus deferred inflows of resources (similar to the 
government-wide statement of net position). 


4.1 Statement of Fiduciary Net Position 


Progressive Township 
Statement of Fiduciary Net Position 
Fiduciary Funds 
As of December 31, Year 1 


Pension and Other Private 
Employee Benefit Purpose Custodial 
Trust Funds Trust Funds Funds 


Assets 
Cash 
Receivables: 
Taxes for other governments 
Interest and dividends 
Other receivables 
Total receivables 
Investments at fair value: 
U.S. government obligations 
Corporate bonds 
Corporate stock 


Total investments 
Total assets 
Liabilities 
Accounts payable 
Due to local governments 
Refunds payable and others 
Total liabilities 
Net Position 
Restricted for 
Pensions 


$1,000,000 


70,000 
25,000 
95,000 


1,000,000 
1,000,000 
2,000,000 
4,000,000 
$5,095,000 


30,000 


14,580 
$ 44,580 


5,050,420 


Individuals, organizations, and other governments - 


Total net position 
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$5,050,420 


$ 4,000 $50,000 


200,000 


200,000 


250,000 


143,000 


$143,000 


42,000 107,000 
$42,000 $107,000 
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4.2 Statement of Changes in Fiduciary Net Position 


les, expenditures, 


Government-wide financial statements 


Statement 


Fund financial statements : 
in fund ne 


Jotes to financial statements 


Required supplementary information 


Other supplementary informatior 


statement of fiduciary net position 
Fiduciary funds { Statement of changes in fiduciary 
net position 


Progressive Township 
Statement of Changes In Fiduciary Net Position 
Fiduciary Funds 
For the Year Ended December 31, Year 1 


Private 
Purpose 
Trust Funds 


Pension and Other 
Employee Benefit 
Trust Funds 


Custodial 
Funds 


Additions 
Contributions: 
Employer 
Plan members 
Total contributions 
Investment earnings: 
Net increase (decrease) in fair value of investments 
Interest 
Dividends 
Total investment earnings 
Less investment expense 
Net investment earnings 
Tax collections for other governments 
Miscellaneous 
Total additions 
Deductions 
Benefits 
Refunds of contributions 


Administrative expenses 


Payments of tax collections to other governments 


Total deductions 
Change in net position 
Net position—beginning of the year 
Net position—end of the year 
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977,531 


224,559 


470,631 
156,900 
627,531 


200,000 
130,000 
60,000 
390,000 
40,000 
350,000 

7 $1,500,000 

- 15,000 

1,515,000 


156,895 - 
62,768 - 
4,896 3,000 

= 1,500,000 
1,503,000 
12,000 
95,000 

$ 107,000 


752,972 
4,297,448 
$5,050,420 
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NOTES 
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MODULE 


Deriving Government-wide 


Financial Statements and 
Reconciliation Requirements 


1 Reconciliation of Governmental Fund Financial 
Statements to Government-wide Financial Statements 


1.1. Reconciliation Requirement 


Financial statement presentation for governments requires a reconciliation of the equity 
presented on the balance sheet and the increase/decrease in equity presented in the 
operating statement from the governmental fund perspective to the government-wide 
financial statements. 


The differences between governmental fund and government-wide financial statements 
are the result of differences in the measurement focus and basis of accounting used by 
each presentation. 


1.1.1 Measurement Focus Differences 


Reconciliation of governmental fund financial statements to the government-wide financial 
statements involves elimination of the effect of using the current financial resources 
measurement focus for governmental fund financial statements instead of the economic 
resources measurement focus used in government-wide financials. Generally, this involves 
adjustment of capital asset and long-term debt accounts. 


1.1.2 Basis of Accounting Differences 


Reconciliation of governmental fund financial statements to the government-wide financial 
statements involves elimination of the effect of using the modified accrual basis of accounting 
in governmental fund financial statements instead of the full accrual basis of accounting used in 
government-wide financial statements. 


Generally, this involves increasing revenues to show revenues earned rather than only those 
measurable and available and recognizing expenses when incurred rather than expenditures of 
current resources. 


1.2 Reconciliation of the Governmental Funds Balance Sheet 
to the Government-wide Statement of Net Position 


Total fund balance presented in the governmental funds balance sheet must be reconciled to 
net position from governmental activities presented in the government-wide statement of net 
position. This reconciliation includes the following: 


=m Adjustments for the difference in measurement focus: 
e Add capital (non-current) assets 
e Subtract related accumulated depreciation 


e Subtract non-current liabilities 
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=m Adjustments for the difference in basis of accounting: 


e Eliminate deferred inflows associated with recognized revenues (amount of eliminated 
deferred inflows added) 


e Subtract accrued liability for interest payable 
= Consolidation entries: 


e Add internal service fund net position 


Lo Pass Key 


The balance sheet adjustments can be remembered using the CANS mnemonic along with 
basis of accounting adjustments associated with current year accruals: 


Total governmental fund balance 
+ Capital assets (existing and current) 
- Accumulated depreciation 
- Non-current liabilities (existing) 


+ Eliminate/ reverse deferred inflows (add the reduction of deferred inflows associated 
with revenue recognized and closed to net position as an addition to net position) 


- Accrued interest payable 
+ Internal service fund net position 


Net position from governmental activities 


The reconciliation can be presented on the face of the governmental funds balance sheet or ina 
separate schedule. 


Progressive Township 
Reconciliation of the Balance Sheet of Governmental Funds 
to the Statement of Net Position 
As of December 31, Year 1 


Total governmental fund balances $4,195,000 
Capital assets, net of accumulated depreciation used in governmental 


activities that are not reported in fund financial statements 2,667,000 


Non-current liabilities, include bonds payable, not recorded in fund 
financial statements (3,420,000) 


Reverse deferred inflows to accrue measurable but unavailable revenue 125,000 
Net position of Internal service fund used for governmental activities 163,000 
Net position from governmental activities $3,730,000 
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1.3. Reconciliation of Governmental Funds Statement 
of Revenues, Expenditures, and Changes in Fund Balance 
to the Government-wide Statement of Activities 


Net change in fund balances presented in the governmental funds statement of revenues, 
expenditures, and changes in fund balances must be reconciled to the change in net position 
of governmental activities presented in the government-wide statement of activities. This 
reconciliation includes the following: 


=m Adjustments for the difference in measurement focus: 
e Add capital outlay expenditures 
e Add principal payment on debt 
e Subtract net book values of capital assets disposed of during the period 
e Subtract debt proceeds shown as other financing sources 
= Adjustments for the difference in basis of accounting: 
e Add recognized revenues that are measurable but unavailable 
e  Accrue interest expense 
e Record depreciation expense 
= Consolidation entries: 


e Add internal service fund change in net position 


ee Pass Key 


The operating statement adjustments can be remembered using the CPAS RIDES 
mnemonic: 


Net change in fund balance—total governmental funds 
+ Capital outlay 
+ Principal payments on non-current debt 
- Asset disposals (net book value) 
- Sources (other financing sources—debt proceeds) 
+ Revenue (measurable but unavailable) 
- Interest expense (accrued) 
- Depreciation expense 
+ Internal service fund net revenue 


Change in net position of governmental activities 


The reconciliation can be presented on the face of the governmental funds statement of 
revenues, expenditures, and changes in fund balance or in a separate schedule. 
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Progressive Township 
Reconciliation of the Statement of Revenues, Expenditures, and Changes 
in Fund Balances of Governmental Funds to the Statement of Activities 
For the Year Ended December 31, Year 1 
Net change in fund balances—total governmental funds $1,771,500 
Capital outlay 787,000 
Principal payments on debt 360,000 
Asset disposal adjustment 
Proceeds of land sold $(500,000) 
Gain on sale 425,000 
Cost of land sold (excess proceeds over gain on disposal) (75,000) 
Sources (other financing)—bond proceeds (2,080,000) 


Revenues in the statement of activities that do not provide current 
financial resources that are not reported as fund revenues 125,000 


Interest accrual (not used in this example) = 
Depreciation expense (classified by function) 

General government (35,000) 
Public safety (25,000) 
Culture and recreation (10,000) 
Other functional classifications (50,000) 

Total depreciation expense (120,000) 

Net revenue (expense) of Internal service funds 26,000 

Change in net position of governmental activities $ 794,500 


Example 1 Balance Sheet Reconciliation 


Facts: Fund balances of Progressive Township's governmental funds totaled $6,555,000 for the year ended 
December 31, Year 1. Subsidiary accounting records for the township include the following information: 


Capital assets $2,000,000 
Accumulated depreciation on capital assets used 500,000 
in governmental activities 

Long-term debt obligations issued to finance 2,500,000 
governmental projects 

Internal service fund net position 200,000 
Proprietary fund net position 7,500,000 
Fiduciary fund net position 650,000 


Required: Calculate net position to be displayed in the governmental activities column of the 
government-wide financial statement. 


(continued) 
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(continued) 


Solution: The fund balances of Progressive Township's governmental fund reconcile to the net position 
displayed in the governmental activities column of the government-wide financial statements as follows: 


Governmental fund balances $6,555,000 
Capital assets 2,000,000 
Accumulated depreciation (500,000) 
Non-current liabilities (2,500,000) 
Internal service fund net position 200,000 
Net position of governmental activities $5,755,000 


Example 2 Operating Statement Reconciliation 


Facts: Progressive Township is preparing the reconciliation between the amount reported as "net 
change in fund balances" for all governmental funds to the amount reported as the "change in net 
position" for governmental activities on the town's government-wide financial statements for the year 
ended December 31, Year 1. 


Progressive Township reported the following transactions on its governmental fund financial 
statements. 


Net change in fund balance $ 600,000 
Capital outlay expenditures 250,000 
Debt service expenditure—principal 100,000 
Debt service expenditure—interest 85,000 
Proceeds from issuance of long-term debt 500,000 
Net revenue from enterprise funds 1,800,000 
Net revenue from internal service funds 53,000 


The town's subsidiary records also displayed the following information: 

Depreciation expense on capital assets used in governmental activities 45,000 
Required: Calculate the amount that Progressive Township will report as the change in net position 
for governmental activities on the government-wide financial statements. 


Solution: The net change in fund balance of Progressive Township's governmental funds reconciles 
to the change in net position displayed in the governmental activities column of the government-wide 
financial statements as follows: 


Net change in fund balance $ 600,000 


Capital outlay 250,000 
Principal payments on debt 100,000 
Asset disposal adjustment = 
Sources (other financing) debt proceeds (500,000) 
Revenue accrual = 
Interest accrual = 
Depreciation expense (45,000) 
Internal service fund change in net position 53,000 
Change in net position of governmental activities $ 458,000 
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2 Deriving Government-wide Financial Statements 


2.1. Converting the Governmental Fund Financial Statements 

to Government-wide Financial Statements 
The process of preparing the government-wide financial statements from the fund financial 
statements is similar to the process of preparing consolidated financial statements for 


commercial entities. However, added complexity comes from the fact that the governmental 
fund financial statements differ from the government-wide financial statements because of: 


1. Measurement focus differences 

2. Basis of accounting differences 

3. Excluded funds 

Workpaper adjustments or eliminations and reconciling items result from these three differences. 


2.1.1 Measurement Focus Differences 


The current financial resources measurement focus used to prepare the governmental fund 
financial statements differs significantly from the economic resources measurement focus used 
to prepare the government-wide financial statements. 


= Significant items reported in the governmental fund financial statements that require 
workpaper adjustments when preparing the government-wide financial statements include: 


e Capital outlay expenditures in the governmental fund statement of revenues, 
expenditures, and changes in fund balances that are capitalized on the 
government-wide statement of net position. 


e Debt service expenditures associated with principal payments on debt in the 
governmental fund statement of revenues, expenditures, and changes in fund balances 
that are reductions in the long-term debt reported on the government-wide statement 
of net position. 


e Debt proceeds included in other financing sources in the governmental fund statement 
of revenues, expenditures, and changes in fund balances that are reported as long-term 
liabilities on the government-wide statement of net position. 

m Measurement focus differences also may be derived from subsidiary records. The items 
listed below are common items found in subsidiary records that are recorded on the 
government-wide statement of net position: 


e Existing capital assets and related accumulated depreciation 
e Existing non-current debts and liabilities 


2.1.2 Basis of Accounting Differences 


Governmental fund financial statements are prepared using the modified accrual basis of 
accounting, and the government-wide financial statements are prepared using the accrual basis 
of accounting. Workpaper adjustments and reconciling items result from differences in revenue 
recognition and also may result from differences in expense vs. expenditure recognition. Primary 
differences that result in workpaper adjustments and reconciling items when preparing the 
government-wide financial statements from the governmental fund financial statements include: 


= Recognition of measurable but unavailable revenue by elimination of associated deferred 
inflows of resources reported on the governmental funds balance sheet 

= Recognition of unmatured interest payable 

= Recognition of depreciation expense 
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2.1.3. Excluded Funds 


Governmental activities included on the government-wide financial statements incorporate 
transactions included in the governmental fund financial statements and the internal service 
funds. Workpaper entries and reconciliations include: 


= Addition of internal service net position to governmental activities reported on the 
government-wide statement of net position. 


m= Inclusion of profits earned by internal service funds in governmental activities on the 
government-wide statement of activities. 


2.2 Summary of Worksheet Entries and Reconciling Items 


The following table summarizes the transactions to be adjusted as part of converting fund 
financial statements to government-wide financial statements and serve to produce the 
transactions/differences identified on the reconciliation of the fund financial statements to the 
government-wide financial statements. 


Sources 


Measurement 
Focus Differences 


Basis of 
Accounting 


Internal 
Service 


Financial Capital Principal Asset Sources Accrued Interest and | Internal 
statement Outlay Payment Disposal (Other Revenue | Depreciation | Service 
data Expenditure Adjustment | Financing) Expense Fund 
Debt Proceeds 
Balance Sheet: | Add Add Subtract Subtract Add Subtract Add 
Fund Balance | increase of | reduce liability | net book increase in increase in | interest positive 
Reconciled to | asset value liability accrual accrual and net 
of asset depreciation osition 
Net Position: disposed of sos ex ee i 
Cover rental 2 decrease Py Subtract 
Activities in accrual negative 
net 
position 
Operating Add Add Subtract Subtract Add Subtract Add 
Statement: expenditure | reduce net book other increase in | interest increases 
Change in capitalized expenditures | value financing revenue accrual and in net 
Fund Balance of asset source Subtract depreciation | position 
Reconciled to disposed of | classified as | Gecrease _| expense Subtract 
Change in debt) in revenue decreases 
Net Position: May net 
Governmental position 
Activities 
Mnemonic Cc P A 
Subsidiary Capital Accumulated | Non- 
data Assets Depreciation | current 
Debt/ 
Liability 
Balance Sheet: | Add Subtract Subtract 
Fund Balance _ | increase reduce capital | increase in 
: capital assets and net | non-current 
Reconciled to | assets and position liabilities 
Net Position: | Net position and net 
Governmental position 
Activities 
Mnemonic Cc A N 
2.2.1. Workpaper Journal Entries 


It (N/A to Recon) 


Eliminations 


Eliminate 
interfund 
accounts 


Eliminate 
interfund 
receivables 
and payables 


Eliminate 
interfund 
transfers 


The following workpaper journal entries are used to convert governmental fund presentations 
that use the current financial resources measurement focus and the modified accrual basis of 
accounting to the commercial style of accounting (economic resources measurement focus and 


accrual basis of accounting) used in government-wide financial statements. 
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Measurement Focus Entries 


Capital assets $XXX 
Net position $XXX 
To recognize non-current assets used in governmental activities that were purchased in prior 
years on the government-wide statement of net position. 
Net position (beginning) $XXX 
Accumulated depreciation $XXX 
To recognize accumulated depreciation related to non-current assets used in governmental 
activities reported on the government-wide statement of net position. 
Net position (beginning) $XXX 
Non-current debt (liabilities) $XXX 
To recognize non-current liabilities issued in prior years that were used to finance 
governmental activities on the government-wide statement of net position. 
Capital assets $XXX 
Capital outlay $XXX 


To capitalize assets on the government-wide statement of net position previously shown as 
expenditures on the governmental fund statement of revenues, expenditures, and changes 
in fund balance (current year acquisitions). 


Long-term debt $XXX 


Principal payments 
(expenditure) $XXX 


To reduce long-term debt reported on the government-wide statement of net position 
for principal payments shown as expenditures on the governmental fund statement of 
revenues, expenditures, and changes in fund balance. 


Other financing sources: proceeds 


from asset disposal $XXX 

Accumulated depreciation XXX 
Cost of asset $XXX 
Gain on disposal XXX 


To eliminate the sold asset and related accumulated depreciation from the government-wide 
statement of net position, recognize the gain on disposal of the asset on the government- 
wide statement of activities and eliminate the proceeds from the assets disposal reported as 
other financing sources on the governmental fund statement of revenues, expenditures, and 
changes in fund balance. 


Other financing sources: debt 
proceeds $XXX 
Long-term debt $XXX 


To record long-term liabilities as debt on the government-wide statement of net position 
previously shown as debt proceeds (other financing sources) on the governmental fund 
statement of revenues, expenditures, and changes in fund balance (current year debt issuance). 
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Basis of Accounting Entries 


Deferred inflows $XXX 
Tax revenue $XXX 


To recognize measurable but unavailable tax revenue on the government-wide statement of 
activities previously shown as deferred inflows on the governmental fund balance sheet. 


Interest expense $XXX 
Accrued interest payable $XXX 


To accrue interest expense on unmatured debt on the government-wide financial statements 
previously unrecognized on the governmental fund financial statements. 


Depreciation expense $XXX 
Accumulated depreciation $XXX 


To record current period depreciation and accumulated on the government-wide financial 
statements that was unrecognized on the governmental fund financial statements. 


Internal Service Fund Entries and Eliminations 


Assets: governmental activities $XXX 
Internal service fund revenue XXX 


Liabilities: governmental 
activities $XXX 


Internal service fund expenses XXX 


Governmental fund 
expenditures XXX 


To integrate internal service fund assets and liabilities into governmental activities on the 
government-wide statement of net position and eliminate internal service fund profits 
by reducing governmental expenditures consistent with the cost recovery/breakeven 
assumption of internal service fund accounting. 


Note: Consolidation of internal service fund activity with governmental fund activity can be 
done in numerous ways. The accompanying example uses two entries; however, the example 
above purely shows the impact of adding balance sheet accounts and eliminating internal 
services fund revenues and expenses and, where necessary, the fund's profits by reducing 
governmental fund expenditures. 


Interfund transfers in $XXX 

Interfund transfers out $XXX 
Due to other funds XXX 

Due from other funds XXX 


To eliminate interfund accounts that would needlessly gross up activity and balances on the 
government-wide financial statements. 
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2.3. Comprehensive Illustration 


The following simplified financial statements are presented to illustrate the mechanics of both 
the reconciliation and the workpaper adjustments. 


2.3.1 Governmental Fund Financial Statements 


Sample City 
Governmental Fund Financial Statement Data 
As of and for the Year Ended December 31, Year 1 


Special Debt Capital All 
General Revenue Service Projects | Governmental 
Fund Fund Fund Fund Funds 


Assets 
Cash $ 10,000 - - $ 10,000 
Investments 75,000 $ 120,000 280,000 500,000 
Accounts receivable 60,000 - 60,000 
Due from other funds 35,000 - 35,000 
Total Assets $ 180,000 $ 120,000 605,000 
Liabilities 
Accounts payable 7,000 $ 15,000 27,000 
Accrued liabilities 38,000 - 38,000 
Due to other funds - 35,000 35,000 
Liabilities 45,000 50,000 100,000 
Deferred Inflows of Resources 50,000 - 50,000 
Fund Balance 85,000 70,000 455,000 


Total Liabilities, Deferred 
Inflows and Fund Balance 


$ 180,000 $ 120,000 605,000 


Revenues 
Property taxes $2,950,000 - $50,000 $3,000,000 
Intergovernmental revenues 350,000 
Charges for services 20,000 
Total Revenues 2,970,000 360,000 3,380,000 
Expenditures 
Current 
General government 950,000 950,000 
Public safety 1,650,000 1,650,000 
Culture and recreation 300,000 350,000 
Debt service 
Principal - 150,000 150,000 
Interest and other charges - 110,000 110,000 
Capital outlay = = = 4,800,000 4,800,000 
Total expenditures $2,900,000 $ 50,000 $ 260,000 $4,800,000 $8,010,000 


Excess (deficiency) 
of revenues over 
expenditures 70,000 310,000 (260,000) (4,750,000) (4,630,000) 


(continued) 
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(continued) 


Other Financing Sources (Uses) 
Long-term debt issued 5,000,000 5,000,000 
Transfers in 250,000 250,000 
Transfers out (250,000) - (250,000) 


Total other financing 
sources and uses - (250,000) 250,000 5,000,000 5,000,000 
Net change in fund balance 70,000 60,000 (10,000) 250,000 370,000 
Fund balance: beginning 15,000 10,000 35,000 25,000 85,000 
Fund balance: ending 85,000 $ 70,000 $ 25000 $ 275,000 $ 455,000 


2.3.2 Internal Service Fund Financial Statements 


Sample City 
Internal Service Fund Financial Statement Data 
As of and for the Year Ended December 31, Year 1 
Assets 
Cash $ 5,000 
Investments 20,000 
Capital assets 50,000 
Accumulated depreciation (10,000) 
Total Assets $ 65,000 
Liabilities 
Accounts payable 2,000 
Accrued liabilities 3,000 
Long-term debt 32,000 
Liabilities 37,000 


Deferred Inflows of Resources - 


Net Position 28,000 
Total Liabilities, Deferred Inflows and Net Position ¢ 65,000 
Revenues 
Charges for services $280,000 
Total Revenues 280,000 
Expenses 
General government 50,000 
Public safety 205,000 
Culture and recreation 15,000 
Total operating expenses 270,000 
Net change in net position 10,000 
Net position: beginning 18,000 
Net position: ending $ 28,000 
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2.3.3. Additional Facts 


Sample City 
Additional Facts 
As of and for the Year Ended December 31, Year 1 


Capital Assets 


The city had non-current capital assets of $5,000,000. 


Accumulated Depreciation 

Non-current assets of the city had accumulated depreciation of $1,500,000. 
Non-current Liabilities 

The city had non-current liabilities of $3,000,000. 

Interest on Unmatured Interest 


The city's interest payments on debt fall due on November 30. $10,000 in accrued interest is unpaid 
at year-end. 


Depreciation Expense 


The city computed $460,000 in deprecation expense and attributed it to the following functional 
classifications: 


General government $140,000 
Public safety 280,000 
Culture and recreation 40,000 
Internal Service Funds 
All internal service fund profits of $10,000 resulted from charges to public safety departments. 


2.3.4 Workpaper Entries 


Sample City 
Workpaper Entries 
As of and for the Year Ended December 31, Year 1 


Measurement Focus Differences 


4 Capital assets $4,800,000 
Capital outlay $4,800,000 


To capitalize assets on government-wide statement of net position previously shown as expenditures 
on the governmental fund statement of revenues, expenditures, and changes in fund balance. 


2 Long-term debt $150,000 
Principal payments (expenditures) $150,000 


To reduce long-term debt for principal payments on government-wide statement of net position 
previously shown as expenditures on the governmental fund statement of revenues, expenditures, 
and changes in fund balance. 


N/A (no asset disposals) 


(continued) 
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3 | Other financing sources—debt proceeds $5,000,000 

Long-term debt $5,000,0000 
To record long-term liabilities as debt on the government-wide statement of net position 
previously shown as debt proceeds (other financing sources) on the governmental fund 
statement of revenues, expenditures, and changes in fund balance. 
4 | Capital assets $5,000,000 

Net position $5,000,000 
To recognize non-current assets used in governmental activities that were purchased in 
prior years on the government-wide statement of net position. 
5 | Net position $1,500,000 

Accumulated depreciation $1,500,000 
To recognize accumulated depreciation related to non-current assets used in governmental 
activities reported on the government-wide statement of net position. 
Gi Net position (beginning) $3,000,000 

Non-current debt (liabilities) $3,000,000 


To recognize non-current liabilities issued in prior years used to finance governmental 
activities on the government-wide statement of net position. 


Basis of Accounting Differences 


4 | Deferred inflows $50,000 
Tax revenue $50,000 


To recognize measurable but unavailable tax revenues on the government-wide statement 
of activities previously shown as deferred inflows on the governmental fund balance sheet. 


[2] Interest expense $10,000 
Accrued interest payable (accrued liabilities) $10,000 


To accrue interest expense on unmatured debt on the government-wide financial 
statements previously unrecognized on the governmental fund financial statements. 


3 | General government $140,000 

Public safety 280,000 

Culture and recreation 40,000 
Accumulated depreciation $460,000 


To record current period depreciation and accumulated depreciation on the government-wide 
financial statements that was unrecognized on the governmental fund financial statements. 


(continued) 
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(continued) 


Consolidation 


4 | Cash $ 5,000 
Investments 20,000 
Capital assets 50,000 
Accumulated depreciation $ 10,000 
Accounts payable 2,000 
Accrued liabilities 3,000 
Long-term debt 32,000 
Internal service fund net position (beginning) 18,000 
Charges for services 280,000 
Operating expenses: identified with gen. govt. 50,000 
Operating expenses: identified with public safety 205,000 
Operating expenses: identified with culture & rec. 15,000 


To record internal service fund activity as a governmental activity for government-wide 
presentation. 


2 Charges for services $280,000 
Operating expenses: identified with gen. govt. $ 50,000 
Operating expenses: identified with public safety 205,000 


Operating expenses: identified with culture & rec. 15,000 


Internal service fund profits: identified with 
public safety 10,000 


To eliminate internal service fund revenues and expenses and profits. 


Other Eliminating Entries (Interfund Accounts) 


3 | Due to other funds $35,000 
Due from other funds $35,000 


To eliminate interfund accounts between governmental funds. 


4 | Transfers in $250,000 
Transfers out $250,000 


To eliminate interfund accounts between governmental funds. 
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2.3.5 Conversion of Governmental Fund Financial Statements 
to Government-wide Financial Statements 


Sample City 
Summary of Financial Statement Balances 
As of and for the Year Ended December 31, Year 1 


Government- 
All wide 
Governmental Governmental 


Funds Activities 
Assets Dr cr Dr Cr Dr Cr 
Cash $ 10,000 1 | $ 5,000 $ 15,000 
Investments 500,000 1 | 20,000 520,000 
Accounts receivable 60,000 60,000 
Due from other funds 35,000 E3s35,000 - 
Capital assets s5,000,000 1 | 50,000 9,850,000 
fH 4,800,000 
Accumulated depreciation - [$1,500,000 El $460,000 1 | 10,000 (1,970,000) 
Total assets 605,000 8,475,000 
Liabilities 
Accounts payable 27,000 4 | 2,000 29,000 
Accrued liabilities 38,000 B 10,000 1 | 3,000 51,000 
Due to other funds 35,000 35,000 7 
Long-term debt - 2 | 150,000)£# 5,000,000 1 | 32,000 7,882,000 
4 3,000,000 
Liabilities 100,000 7,962,000 
Deferred Inflows of 
Resources 50,000 EI 50,000 - 
Fund Balance 455,000 513,000 
Total Liabilities, Deferred 
Inflows and Fund 
Balance $ 605,000 8,475,000 


Revenues 
Property taxes 3,000,000 50,000 3,050,000 
Intergovernmental 
revenues 350,000 350,000 
Charges for services 30,000 280,000 f]j280,000 30,000 
Total Revenues 3,380,000 3,430,000 


Expenditures 
Current 
General government 950,000 Ei 140,000 50,000 50,000 1,090,000 
Public safety 1,650,000 | 3 | 280,000 205,000 205,000 = 1,920,000 
© 10,000 
Culture and 
recreation 350,000 EI 40,000 EE 15,000fF] 15,000 390,000 
Debt service 
Principal 150,000 | 2 | 150,000 
Interest and other 
charges 110,000 10,000 120,000 
Capital outlay 4,800,000 1 | 4,800,000 - 
Total expenditures 8,010,000 3,520,000 
Excess (deficiency) 
of revenues over 
expenditures (4,630,000) (90,000) 


Other Financing Sources (Uses) 
Long-term debt issued 5,000,000 3 | 5,000,000 
Transfers in 250,000 [250,000 
Transfers out (250,000) [250,000 
Total other financing 
sources and uses 5,000,000 
Net change in fund 
balance 370,000 (90,000) 
Fund balance: beginning 85,000 [EJ 1,500,0009 5,000,000 fH 18,000 603,000 
(J 3,000,000 
Fund balance: ending $ 455,000 $ 513,000 
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2.3.6 Reconciliation of Fund and Government-wide Presentations 


Sample City 
Reconciliation of Fund Financial Statements to Government-wide Financial Statements 
As of and for the Year Ended December 31, Year 1 


Change in Fund Balance 
Fund Financial Statements Fund Balance Reconciliation Reconciliation 


Fund balance $ 455,000 
Changes in fund balance $ 370,000 


Measurement Focus Entries 


Capital assets $4,800,000 
Capital outlay El) $ 4,800,000 
Principal payment applied to debt | 2 | 150,000 
Principal expenditures 2 | 150,000 
Debt E] (5,000,000) 
Other financing sources — Debt proceeds 3 | (5,000,000) 
Capital assets 5,000,000 
Accumulated depreciation (1,500,000) 
Non-current debt (3,000,000) 


Subtotal: Reconciling Items Associated 
With Measurement Focus Differences 


Basis of Accounting Differences 


Accrue revenue 50,000 
Reduce deferred inflows 50,000 
Interest expense (10,000) 
Accrued interest payable (10,000) 
Depreciation expense = Gen. govt. (140,000) 
Depreciation expense — Public safety (280,000) 
Depreciation expense — Culture/rec. (40,000) 
Accumulated depreciation (460,000) 


Subtotal: Reconciling Items Associated 
With Basis of Accounting Differences (420,000) (420,000) 
Consolidation 


Internal service fund net position (beg.) 18,000 
Internal service fund net income 10,000 


Subtotal: Reconciling Items Associated 
With Integration of Internal Service Funds 


Government-wide Financial Statements 
Net position $ 513,000 
Changes in net position $ (90,000) 


Note: Elimination of interfund receivables and payables and interfund transfers has no impact on the 
reconciliation of either fund balance or changes in fund balance to net position or changes in net position. 
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Notes and Supplementary 
Information 


1 Management's Discussion and Analysis 


Management's discussion and analysis (MD&A) 
Government-wide financial statements 

Fund financial statements 
Notes to financial statements 


Required supplementary information 


Other supplementary information 


Management's discussion and analysis (MD&A) is part of the supplementary information 
required in government financial reporting. The MD&A is a narrative that provides a brief, 
objective, and easily readable analysis of the government's financial activities based on currently 
known facts, decisions, and conditions. It provides the financial management of the government 
with the opportunity to present both a short-term and a long-term analysis of activities. The 
following should be included: 


= Description of the Financial Statements 


e  Aneasily readable analysis of the government's financial activities based on currently 
known facts, decisions, and conditions. 


e Condensed financial statement information derived from the government-wide financial 
statements used to support the government's overall financial position and results 
of operations. Three years of data are required if the basic financial statements are 
comparative. 


e Analysis of overall financial position and results of operations, including reasons for 
changes from the prior year. 


e Analysis of balances and transactions of individual funds, including limitations on future 
uses of funds. 


e Analysis of significant variations between the original and the final budget. 


e  Adescription of the significant assumptions and implications of use of the modified 
approach for accounting for infrastructure. 


= Identity of the Primary Government and Discrete Component Units 
Economic Conditions and Outlook 
A description of the effect of the economy on the financial statements. 
= Major Initiatives 
This section generally describes capital asset and long-term debt activity during the year. 
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2 Notes to the Financial Statements 


Notes to financial statements 


Notes to the financial statements are essential to fair presentation and considered integral to 
the financial statements. Notes should focus on the primary government, specifically: 


= Governmental activities 
Business-type activities 
Major funds 


Nonmajor funds in the aggregate 


Additional information regarding discretely presented component units 


2.1 Generic Governmental Disclosures 


Generic governmental disclosures should include: 

= Adescription of government-wide activities, noting the exclusion of fiduciary funds. 

= Policies relating to elimination of internal activity. 

= Description of the modified approach for reporting infrastructure, if used. 

=m Segment information on enterprise funds meeting the following definition of a segment: 
e Enterprise represents an identifiable activity. 


e Enterprise has one or more debt issues outstanding with revenue streams pledged in 
support of that debt. 


e Enterprise is accounted for separately. 


2.2 Specific Governmental Disclosures 
= Description of activities for: 

e Major funds 

e — Internal service funds 

e Fiduciary funds 


= The length of time used to define "available" in determining revenue recognition under the 
modified accrual basis (measurable and available). 


= Actions taken to correct material noncompliance with finance-related or legal compliance. 


= Aschedule of short-term debt and the purpose for which the short-term debt was issued. 
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=m Analysis of interfund account balances by: 
e Maturity (current and non-current) 
e Purpose 
e — Individual major fund 
e Nonmajor funds in the aggregate 
e — Internal service fund 
e Fiduciary fund types 
= Analysis of accounts receivable and accounts payable by: 
e Maturity (current and non-current) 
e Type: 
— Accounts receivable (taxes and special assessments) 
— Accounts payable (vendors, salaries and benefits) 
e Activity and fund: 
— Governmental activities (GRSPP) and internal service 


— Business-type activities (enterprise funds) 


3 Required Supplementary Information 
(Other Than MD&A) 


Required supplementary information 


Required supplementary information includes information that precedes the financial 
statements (the MD&A) and information included after the basic financial statements. Significant 
information that follows the basic financial statements includes budgetary comparison 
reporting, infrastructure information, and pension information. 


3.1 Budgetary Comparison Reporting 


Budgetary comparison schedules must be prepared for the general fund and for each major 
special revenue fund that has a legally adopted annual budget and may be presented as either 
required supplementary information or in the basic financial statements. 


= Budgetary comparison schedules must show the original budget, the final amended budget, 
and actual amounts. 


e Computation of variances between budget and actual is optional. 


e Computation of differences between the original and the final amended budget is optional. 
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= Budgetary comparison may use either GAAP or budgetary formats, or basis of accounting, 
but must include a reconciliation to GAAP. 


= Notes to required supplementary information should disclose excess of expenditure over 
appropriations in individual funds presented in the budgetary comparison. 


=m Budgetary comparison schedules should be prepared for the general fund and all special 
revenue funds that require a budget. 


Progressive Township 
Budgetary Comparison Schedule 
General Fund 
For the Year Ended December 31, Year 1 


Actual Variance With 
Budgeted Amounts Amounts Final Budget 


(Budgetary Positive 
Original Final Basis) (Negative) 


Budgetary fund balance, January 1 $2,975,000 $1,016,000 $1,016,000 - 
Resources (inflows): 
Property taxes 1,500,000 1,530,000 1,620,000 $ 90,000 
Fees and fines 100,000 100,000 120,000 20,000 
Intergovernmental 260,000 260,000 - (260,000) 
Charges for services 100,000 100,000 - (100,000) 
Interest earnings 40,000 40,000 55,000 15,000 
Proceeds from sale of land - 500,000 500,000 - 
Transfers from other funds 85,000 85,000 85,000 - 
Amounts available for appropriation 2,085,000 _2,615,000 _ 2,380,000 (235,000) 
Charges to appropriations (outflows): 
General government 
Legal 29,250 29,250 45,000 (15,750) 


Mayor, city council, and city 
manager 146,250 146,250 225,000 (78,750) 


Finance and accounting 102,375 102,375 157,500 (55,125) 

City clerk and elections 14,625 14,625 22,500 (7,875) 
Public safety 

Police department 760,500 785,500 600,000 185,500 

Fire department 253,500 253,500 200,000 53,500 

Emergency medical services 190,125 190,125 150,000 40,125 

Building inspections 63,375 63,375 50,000 13,375 
Culture and recreation 

Library 3,900 3,900 4,000 (100) 

Leisure services 74,100 74,100 76,000 (1,900) 


(continued) 
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Other functional classifications 
Public works administration 23,400 23,400 40,000 (16,600 
Street maintenance 29,250 29,250 50,000 (20,750 
Traffic operations 58,500 58,500 100,000 (41,500 
Miscellaneous 5,850 5,850 10,000 (4,150 
Contingency 165,000 165,000 - 165,000 
Transfers to other funds 4,000 4,000 14,000 (10,000) 
Capital outlay 30,000 30,000 25,000 5,000 
Total charges to appropriations 1,954,000 _1,979,000 _1,769,000 210,000 
Budgetary fund balance, December 31 $3,106,000 $1,652,000 $1,627,000 $ (25,000) 


) 
) 
) 
) 


Note: Model assumes budget was developed on a GAAP basis; optional variance data included. 


3.2 Infrastructure Information 


The modified approach for reporting infrastructure assumes significant required supplementary 
disclosures. 


=m Required supplementary information for all eligible infrastructure assets reported using the 
modified approach should include schedules that disclose: 


e assessed condition of infrastructure; and 


e estimated annual amount to maintain and preserve infrastructure for each of the past 
five years. 


= Additional disclosures for infrastructure would include: 
e the basis for condition measurement; and 


e the condition level at which the government plans to maintain its infrastructure. 


3.3. Pension Information 


The following required supplementary information should be presented for each of the 10 most 
recent fiscal years. 


=m Sources of changes in the net pension liability (NPL). 
= Information about the components of the net pension liability and related ratios including: 


e The pension plan's fiduciary net position (FNP) as a percentage of the total 
pension liability (TPL). 


e The net pension liability as a percentage of the covered-employee payroll. 
e Actuarially determined contributions. 
e The amount of contributions. 


= Significant methods and assumptions used to calculate the actuarially 
determined contributions. 
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= Annual money-weighted rate of return on pension plan investments for each of the 10 years 
presented. 


= Explanation of trends in amounts reported in the supplementary schedule such as: 
e Changes in benefit terms 
e Changes in the population 


e Changes in assumptions 


4 Other Supplementary Information (Optional) 


s0vernment-wide financial stateme 


TUS 
Und financial statements 

otes to financial statements 
Required SUP ylementary inf lation 


Other supplementary information 


Optional supplementary information includes: 
= Combining statements for nonmajor funds. 
=m Variance between originally adopted budget and final amended budget. 


= Variance between final amended budget and actual. 


Progressive Township 
Balance Sheet 
Nonmajor Governmental Funds 
As of December 31, Year 1 


Capital 
Projects Permanent 
Special Revenue Funds _ Debt Service Funds Fund Fund Total 


Police Nonmajor 


Head East Dept. East Inmate Governmental 
Gas Tax Start Bridge Bonds Bridge Commissary Funds 


Assets 
Cash $ 10,000 $ 5,000 $66,500 $100,000 $88,000 $ 500 $270,000 


Receivables 
from other 
governments 40,000 18,000 - 58,000 


Inventories 25,000 - - 31,000 

Total assets $ 75,000 $23,000 $100,000 $359,000 
Liabilities 

Accounts payable $ 65,000 $12,000 $100,000 

Total liabilities 65,000 12,000 __500 100,000 


(continued) 
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Fund Balances 


Nonspendable 
Inventories 31,000 


Restricted for: 

Debt Service 58,000 100,000 158,000 

Capital projects - - 74,000 
Assigned: 

Special revenue 

funds 

Unassigned: 

Special revenue 


funds (15,000) (15,000) 


Total fund balances 10,000 100,000 259,000 


Total liabilities and 
fund balance $ 75,000 $100,000 $359,000 


Progressive Township 
Statement of Revenues, Expenditures, and Changes in Fund Balances 
Nonmajor Governmental Funds 
For the Year Ended December 31, Year 1 


Capital 
Special Projects Permanent 
Revenue Funds Debt Service Funds Fund Fund Total 
Police Nonmajor 
Head East Dept. East Inmate Governmental 
Gas Tax Start Bridge Bonds Bridge Commissary Funds 


Revenues 
Intergovernmental $310,000 $300,000 - - $ 50,000 - $ 660,000 
Charges for services - - - - 78,000 78,000 
Interest earnings $ 20,000 $ 15,000 40,000 
Total revenues 778,000 
Expenditures 
Current: 
Other functional classifications 385,000 757,000 
Debt service: 
Principal - 110,000 
Interest and other charges - 211,000 
Capital outlay 162,000 162,000 
Total expenditures 77,000 1,240,000 
Excess (deficiency) of revenues 

over expenditures (75,000) (107,000) 1,000 (462,000) 
Other Financing Sources 

(Uses) 
Transfers in 12,000 - 66,000 
Transfers out (40,000) (85,000) (125,000) 
Total other financing sources 

and uses x (59,000) 
Net change in fund balances = (103,000) (68,000) (168,000) (192,000) 5,000 (521,000) 
Fund balances—beginning 113,000 126,000 268,000 266,000 1,000 780,000 
Fund balances—ending $ 10,000 $ 11,000 $ 58,000 $100,000 $ 74,000 $ 6,000 $ 259,000 
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